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LIQUIDITY AND CORPORATE SPENDING 


James E. WALTER 
University of California at Berkeley 


I 


CoNCERN OVER THE IMPACT of money and other liquid assets upon 
the level of production and prices has been revived by the postwar 
inflation.’ Evidence of this interest is found in a statement made by 
seventeen eminent economists to the effect that: “The amount that 
individuals and businesses desire to spend is powerfuly influenced 
both by the volume of credit that is available to them and by the 
volume of money and other liquid assets they already possess.’” 

In both measuring and combatting the expansionary influence 
of liquid asset holdings, it is insufficient to confine attention to 
aggregative liquid asset-spending relationships and to assume 
similar behavior on the part of all groups composing the economic 
universe. The diversity of group reaction to changes in liquid asset 
balances conditions the efficacy of broad policies designed to curtail 
inflation by restricting credit and reducing the supply of liquid 
assets. It is apparent, for example, that credit policies which reduce 
credit generally but which do not affect the spending of those 
competing directly for goods and resources in short supply, lose 
much of their force. 

If effective monetary and fiscal policies are to be adopted and 
if economic stability is to be achieved, the financial behavior pat- 
terns of major economic groups must be individually ascertained. 
Based upon this reasoning, an attempt is made in the analysis which 
follows to determine whether the desire of large non-financial cor- 

1. See J. Tobin, “Asset Holdings and Spending Decisions,” American Economic Re- 


view, Papers and Proceedings, XLII (May, 1952), 109-24, for a summary of alternative 
hypotheses which have been advanced. 


2. “Monetary Policy To Combat Inflation,” American Economic Review, XLII 
(June, 1952), 386. 
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porations to spend is greatly affected by their liquid asset accumula- 
tions.* Large non-financial corporations merit careful consideration 
in view of their prior claim upon the use of credit facilities and their 
direct competition in many instances with the federal government 
for materials in short supply. 

The essence of the hypothesis formulated in this paper is that, 
during prosperity, the liquid asset balances of large non-financial 
corporations directly affect the level of corporate spending only 
when changes in these holdings occur as the result of unanticipated 
variations in cash recipts and/or disbursements. Although they do 
not function as an independent variable, liquid asset accumulations 
are positively related to cash disbursements.* This covariation may, 
however, be partially concealed by changes in the degree of reliance 
upon short-term bank credit. Where not attributable to unexpected 
changes in liquid asset balances or to variations in the use of short- 
term credit, significant deviations of ratios of cash-plus-marketable- 
securities to annual cash payments from “normal” are likely to 
reflect the presence of capital expenditure programs which are not 
annually recurring.® 

Exclusive emphasis is placed upon the influence of liquid 
asset holdings on the behavior of large non-financial corporations 
during periods of prosperity in view of the fact that problems of 
inflation have loomed so large in the postwar period. For the purpose 
of this analysis the criteria for prosperity are (1) utilization of 
existing plant and equipment at a near capacity level or at a level 
significantly above the historical average (wartime excluded), and 
(2) general expectations of stable or rising cash outflows. 

Corporate liquidity is measured by the ratio of cash-plus-mar- 
ketable-securities to annual cash payments.® This measure has pre- 
cedence over other commonly utilized ratios, such as those of 
liquid assets to total assets and to current liabilities, because it 
focuses attention directly upon the liquid asset-spending relation- 
ship. From the standpoint of empirical research, the use of cash 

3. Liquid assets comprise money, government securities, and other marketable se- 
curities held primarily for their price stability and ease of conversion into money. 


4. Cash disbursements or payments are defined as the total money paid out during 
a given period of time for all purposes except temporary investments in liquid assets 
other than money. 

5. By “normal” is meant the averages of corresponding ratios for comparable years 
in the past. 

6. Ratios of cash-plus-marketable-securities to annual cash payments are hereafter 
referred to as cash-plus-marketable-security ratios. Marketable securities consist pri- 
marily of short-term government securities and are considered to include Tax Antici- 
pation Notes. 
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payments has definite advantages. Cash payment can be estimated 
more accurately than total assets values which are recorded in bal- 
ance sheets on a historical cost basis. In the case of current liabili- 
ties, difficulties arise from the unavailability of intra-annum data. 

The choice of liquidity measures rests ultimately upon alternative 
assumptions as to the relative importance of the different factors 
affecting the liquid asset position of large non-financial corporations. 
In advocating total asset ratios, Professor Boulding stresses the 
“homeostasis of the firm” and the presence of “preferred asset 
ratios.”* Those, such as the research staff of the Board of Governors 
of the Federal Reserve System who rely upon ratios of liquid assets 
to current liabilities, apparently emphasize the role of fixed com- 
mitments.® The use of cash-plus-marketable-security ratios in this 
analysis implicitly assumes cash disbursements to be a strategic 
variable. 

The empirical portion of this study, which follows an elaboration 
of the hypothesis, is based primarily upon data contained in the 
financial statements of a sample of fifty-nine: large non-financial . 
corporations, listed in Appendix A.® Supplementary information is 
obtained from the financial data for three hundred companies sum- 
marized annually in the Federal Reserve Bulletin and from the 
quarterly financial data for all manufacturing corporations provided 
by the Federal Trade Commission and the Securities and Exchange 
Commission. For each of the fifty-nine sample firms cash-plus- 
marketable-security ratios are constructed for 1929, 1937, 1939, 
1946, 1948, and 1949, and are shown in Appendix A.’° The prewar 
years 1929, 1937, and 1939 are selected because they appear to be 
the most comparable to the postwar period from the viewpoint of 
recentness and economic activity. 


II 


The formulation of our hypothesis as to the nexus between the 
liquid asset balances and spending of large non-financial corpora- 


7. K. E. Boulding, A Reconstruction of Economics (New York: John Wiley and 
Sons, 1950), pp. 26-50. Although not utilized herein, the introduction of these concepts 
and the use of total asset ratios may be of some utility in explaining the financial be- 
havior patterns of firms during periods other than prosperity. 

8. See, for example, “Corporate Demands on the Capital Market,” Federal Reserve 
Bulletin, Vol. 39, No. 4 (April, 1953), p. 325. 

9. With four exceptions, each of the fifty-nine firms had annual cash payments in 
excess of $100 million for 1949. 


10. In computing these ratios the numerator is estimated by averaging the relevant 
balance sheet data for two consecutive year-end periods. Additional computation pro- 
cedures and limitations thereto are discussed in Appendix A. 
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tions involves three steps.’* The role of short-term bank credit is 
first considered. Factors tending to produce a positive correlation 
between liquid asset balances and cash payments are then isolated; 
and finally, the significance of deviations from “normal” of cash- 
plus-marketable-security ratios is indicated. Except for reference 
to correspondence with corporation executives, empirical findings 
are not introduced until the hypothesis has been developed.’* 

Basic assumptions upon which the hypothesis rests are that each 
firm periodically prepares a financial plan which covers all phases 
of activity including capital expenditures and that an increased de- 
mand for liquid assets can be satisfied by resorting to the capital 
markets. Since the analysis relates primarily to large non-financial 
corporations, these assumptions appear to be realistic. 

In the opinion of some, but not all, large firms, reliance upon 
short-term bank credit is a satisfactory alternative to holding cash 
and marketable securities. Fourteen of the fifty-five executives 
with whom the writer has corresponded mention short-term credit 
as an important consideration. A strong argument can be made 
for regarding the unutilized portion of a corporation’s credit line 
or stand-by credit as a component of its cash balance.’* The in- 
clusion of this element should augment the stability of cash-plus- 
marketable-security ratios over time and diminish their intra-in- 
dustry dispersion. 

It may be argued that account should be taken of the total 
ability of a corporation to obtain bank credit, and other credit as 
well, in measuring liquidity. Since most large companies are prime 
credit risks, however, “willingness to borrow” appears to be the 
crucial factor."* 

From the standpoint of empirical analysis the absence of detailed 
information about the unutilized portion of credit lines for each 
corporation precludes the inclusion of this item in the numerator 
of firm cash-plus-marketable-security ratios. The availability of 
quarterly data, broken down by industry, on notes payable for all 

11. For reasons of emphasis, the statement of the hypothesis contained in the intro- 
ductory section is presented in a somewhat different order. 


12. In the process of preparing this study, the writer corresponded with the financial 
executives of fifty-five large firms, representing twenty-one industries and drawn largely 
from the list of corporations shown in Appendix A. The hypothesis is based to a con- 
siderable extent upon the comments contained in this correspondence. 


13. See, for example, J. M. Keynes, A Treatise on Money (London: Macmillan and 
Company, 1930), I, 41-43, wherein the inclusion of “unused overdraft facilities” is 
advocated. 


14. Note, moreover, the basic assumptions. 
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manufacturing corporations does, however, permit the treatment of 
short-term credit as an external factor affecting cash-plus-market- 
able-security ratios. 

The aggregate amount of cash, marketable securities, and short- 
term bank credit which large non-financial corporations desire to 
have on hand or available during periods of prosperity may be 
dependent largely upon three factors: (1) bank balances needed 
to compensate the banks for services rendered and to maintain 
good banking relations; (2) “known” cash requirements; and (3) 
fixed commitments. “Known” cash requirements are that part of 
projected cash outlays which cannot be met by cash inflows during 
the planning period and can be expected to exhibit considerable in- 
ter-industry variation.*® Since liquid assets held for one purpose 
may serve other purposes as well, aggregate balances need not be 
equal to the sum of the individual requirements. 

Both bank balances needed to compensate the banks for services 
rendered and liquid assets or credit lines needed to satisfy “known” 
cash requirements which recur annually tend to be positively cor- - 
related with annual cash payments. A substantial majority of the 
fifty-five executives with whom the writer has corresponded aver 
that bank balances are ordinarily kept at a level sufficient to com- 
pensate the banks completely for services rendered. Several ex- 
ecutives indicate specifically, that since service charges are related 
to account activity, efforts are made to relate the level of cash 
balances to that of cash disbursements or sales. 

Additional liquid asset balances may be maintained by large 
non-financial firms as a precautionary measure to assure the defrayal 
of fixed commitments, even though anticipated cash inflows are suf- 
ficient to cover these obligations.‘* The presences of fixed com- 
mitment reserves is attributable to the fact that expected cash 
inflows merely reflect most probable values. Neither the amount 
nor the time-shape of future cash receipts is known with certainty. 
Since they can also serve as a hedge against general uncertainty, 
liquid asset balances held for this purpose are likely to satisfy the 
precautionary motive in large part. 

Fixed commitment reserves vary directly with current liabilities 
which in turn are likely to be roughly proportional to cash disburse- 


15. In reality operational planning periods, frequently covering twelve months, 


oe be differentiated from capital expenditure planning periods, covering three to 
ve years. 


16. Liquid assets held for this purpose are hereafter referred to as “fixed commitment 
reserves,” 
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ments. To the extent that business payment practices remain un- 
changed from period to period, accrued wages and similar types of 
payables tend to be a relatively stable percentage of cash pay- 
ments.’? Granted the assumption that cash disbursements and 
sales are linked together, tax liabilities may be positively cor- 
related with cash payments.’* The presumption made in this 
instance, based partly upon an analysis of financial reports, is 
that large firms endeavor as a rule to maintain stable ratios of 
profits to sales. 

Significant positive deviations of cash-plus-marketable-security 
ratios from “normal” in times of prosperity imply one of three 
things. By “normal” is meant the average of ratios for correspond- 
ing years in the past, adjusted for changes in business payment 
practices, in current liabilities, and in the degree of reliance upon 
short-term bank credit. First, they may reflect the presence of 
planned outlays, e.g., capital expenditures, which do not recur 
annually. Second, they may suggest the existence of “windfalls,” 
i.e., of unanticipated increments in liquid assets. Third, they may 
suggest the possibility that anticipated cash outlays are geared 
to anticipated receipts in the long run, rather than in the short 
run. In the latter case changes in cash and marketable securities 
from period to period possess a residual characteristic and merely 
reflect whether or not cash outlays exceeded receipts during the 
interval. 

Unanticipated increments in liquid asset balances are likely to 
stimulate spending. With few major exceptions the recipients have 
little reason to retain “windfalls” in the form of cash and market- 
able securities; neither is there any cost of acquisition involved. 
Because of their one-time nature, some tendency exists for funds 
derived from this source to be devoted to the expansion of 
operating assets rather than to dividend distributions. For com- 
panies which rely heavily upon short-term bank credit, one of the 
effects may be to reduce short-term borrowing. 

The immediate stimulus to spending engendered by unanticipated 
increments in liquid asset balances }s diminished to the extent that 


17. If cash payments are spread out evenly and if the normal payment interval is 
one month, for example, the appropriate relationship is between accounts payable and 
cash payments for the preceding month. This relationship can be expressed in terms of 
an annual rate of cash payments. If either the payment interval! or the ceieien of 
payments changes, the appropriate relationship will change. 


18. Since the new corporate income tax provisions tend to concentrate tax payments 
at the beginning of the year, this relationship should perhaps be expressed in terms of 
the ratio of year-end liabilities to annual cash payments. 
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the effect of favorable and unfavorable surprises on liquid asset 
balances is expected to cancel out over a period of time. Even 
if this consideration is of some importance, however, the stimulus 
to spending will exceed zero by a substantial margin. The executives 
of some firms have an optimistic bias: favorable surprises may tend 
to cluster; and the cancellation period may be of such duration 
as to lose significance. 

There is some reason to believe that, whatever the basis for their 
existence, liquid assets which have no immediate use encourage 
a certain amount of additional spending.’® The cause is simply looser 
controls over spending. A tendency appears to exist for firms with 
high cash-plus-marketable-security ratios to plan less carefully and 
to approve marginal outlays more readily than those with low 
ratios. 

Significant negative deviations of cash-plus-marketable-security 
ratios from “normal” imply in large part the reverse of the fore- 
going effects. They may reflect the fact that expenditures which are 
not annually recurring have been incurred in the recent past. If - 
decrements in liquid asset balances are unanticipated, efforts may be 
made to counteract this reduction by means of curtailed spending. 

As a final point in connection with deviations from “normal” of 
cash-plus-marketable-security ratios, few corporations are likely to 
endeavor to adjust cash outlays carefully to cash receipts within 
annual periods. This failure to adjust may be a matter either of 
inertia or of deliberate company policy. The executive vice president 
of a large chain-store organization expresses a popular management 
viewpoint by stating in correspondence: 

The management of the company believes in having ample capital to transact 
one business. We believe in accumulating capital out of earnings in lush times 
to help us through lean times. The practice of retaining 20 to 40% of net earnings 
has provided ample funds. If earnings should drop, for a year or so, the chances 
are no or little additional capital would have to be added as in 1944. If we were 


to have an unusually big year (impossible under present tax laws) a consider- 
able addition would probably be made as was made in 1948. 


Under the latter circumstance the level of cash-plus-marketable- 
security ratios becomes a function of the duration of prosperity. 
The resultant liquid asset accumulations do not directly stimulate 
spending unless the degree and duration of profitable operation are 
sufficient to create excess liquidity. Their existence does, however, 
reduce the ability of government to combat inflation by restricting 
credit. 


19. This constitutes, however, an indirect and rather nebulous stimulus to spending. 
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The foregoing analysis suggests, on the one hand, that the 
cash-plus-marketable-security ratios of large non-financial cor- 
porations pessess an underlying element of stability; but on the 
other hand, it alludes to the existence of several factors which may 
induce ratio changes from period to period. Short-run variations 
in cash-plus-marketable-security ratios occur to the extent that ex- 
pectations are not realized, that “known” cash requirements are 
not annually recurring, and that firms by reason of inertia or 
deliberate policy fail to adjust actual balances to desired balances. 
Longer-run variations result from changes in the degree of reliance 
upon short-term bank credit, in business payment practices, in tax 
rates and iu the timing of tax payments. 


III 


An attempt is made in the remaining sections to ascertain whether 
the observed behavior of non-financial corporate cash-plus-market- 
able-security ratios can be explained in terms of the preceding hy- 
pothesis. Special attention is given to the relation between short-term 
bank credit and cash-plus-marketable-security ratios, the role of 
fixed commitment reserves, and the implications of deviations from 
“normal” of cash-plus-marketable-security ratios. It is not presumed 
that the statistical relationships which are examined conclusively 
test the hypothesis. 

As indicated earlier, data on intra-annum variations in short-term 
borrowing are unavailable for the sample of fifty-nine corporations, 
listed in Appendix A. The influence of short-term bank credit upon 
cash-plus-marketable-security ratios is therefore demonstrated by 
resorting to quarterly financial data on all manufacturing cor- 
porations furnished by the Federal Trade Commission and the 
Securities and Exchange Commission. Cash-plus-government- 
security ratios and ratios of notes payable to cash-plus-government- 
securities, for the years 1949 and 1950, are constructed for all 
manufacturing corporations in eleven industries and are shown in 
Table 1.2° Rough estimates of annual averages of notes payable, 
cash, and government securities are obtained by averaging the 
quarterly data. The procedure for determining annual cash pay- 
ments is similar to that set forth in Appendix A. 

A cross-industry comparison of the two sets of ratios exhibited 

20. The data for all manufacturing corporations is estimated from a sample of firms 
drawn from different size groups. In determining the number of sample companies to be 


drawn from each size group, a mathematical device known as optimum allocation is 
employed. The effect of this procedure is to give large corporations the heaviest weights. 
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in Table 1 clearly indicates an inverse relationship between the 
level of cash-plus-government-security ratios and the degree of 
reliance upon short-term bank credit. The fact that the relationship 
is somewhat imperfect merely signifies that other factors, such as 
variations in “known” cash requirements, also induce dispersion in 
industry cash-plus-government-security ratios. 

Some conception of the changing relative importance of short- 
term credit can be obtained by examining the behavior of outstanding 


TABLE 1 


THE RELATION BETWEEN SHORT-TERM BORROWING AND CASH-PLUS- 
GOVERN MENT-SECURITY RATIOS FOR SELECTED INDUSTRIES 


Ratio oF Bank Loans 


CasH-PLUS-GOVERN- To CASH-PLUS- 
MENTS RATIOS GOVERNMENTS 
1949 1950 1949 1950 
InpusTRY (per cent) (per cent) (per cent) (per cent) 
Primary non-ferrous metals.. 21.6 20.4 5.1 4.6 
Automobiles, incl. parts... .. 18.6 21.8 3.5 2.5 
Iron and steel............. 20.2 19.4 1.9 4.2 
16.2 17.2 8.8 10.1 
Petroleum production. ..... 12.8 15.3 5.8 3.5 
13.3 13.6 8.5 §.5 
Electrical machinery. ...... 12.3 12.0 8.8 4.7 
13.0 9.6 14.5 28.5 
Rubber products........... 10.7 10.1 13.1 LP 
Food products............. 6.7 6.5 28.4 36.2 


Source: Federal Trade Commission and Securities and Exchange Commission, Quarterly 
Industrial Financial Series for all United States Manufacturing Corporations, 1949 and 1950. 

commercial loans for all insured commercial banks. For the postwar 
period outstanding commercial loans amount to approximately one- 
third the combined total of cash and government securites held by 
all non-financial corporations and unincorporated businesses as con- 
trasted with approximately two-fifths for the period immediately 
prior to World War II. The historical relationship between com- 
mercial loans and cash-plus-government-securities possessed by non- 
financial corporations and unincorporated businesses is shown in 
Table 2 for selected years since 1939. The declining ratio of com- 
mercial loans to cash-plus-government-securities implies that, unless 
offset by other factors, postwar cash-plus-marketable-security ratios 
should in the aggregate exceed those for 1939 and 1940. 


IV 
In order to show that fixed commitment reserves are likely to be 


the major component of precautionary balances, the historical be- 
havior of cash-plus-marketable-security ratios is contrasted with 
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that of ratios of current liabilities to annual cash payments for the 
sample of fifty-nine large companies.** For the sake of simplicity 
unweighted industry averages of the cash-plus-marketable-security 
ratios of the sample firms are employed.” The unweighted industry 
averages, hereafter referred to as “industry” ratios, are shown in 
Table 3 for the years 1929, 1937, 1939, 1946, 1948, and 1949. 
There is no presumption that the “industry” cash-plus-market- 
able-security ratios are entirely representative of their respective 
industry categories. Nevertheless, analyses of variance made by 


TABLE 2 


THE RELATIONSHIP BETWEEN OUTSTANDING COMMERCIAL LOANS 
AND THE CASH AND GOVERNMENT SECURITY BALANCES OF NON- 
FINANCIAL CORPORATIONS AND UNINCORPORATED BUSINESS FOR 
SELECTED YEARS, 1939-49 

(Money amounts in billions) 


NONFINANCIAL CoRPORATE 


OuTSTANDING AND UNINCORPORATED Ratio oF Com- 
CoMMERCIAL Or: MERCIAL LoANs TO 
Loans Cash Governments CasH-PLus-Gov- 

Date* ERNMENTS 
i $16.9 $36.3 $20.0 30.0% 
18.8 36.2 19.5 33.8 
18.0 36.5 20.2 31.7 
6.3 13.0 2.7 40.0 


* As of December 31. 
Source: “Estimated Liquid Asset Holdings of Individuals and Businesses,” Federal Re- 


serve Bulletin, Vol. 36, No. 8 (August, 1950), pp. 967, 1032; and Banking and Monetary Sta- 
tistics (1943), p. 19. 
the writer, using the 1949 cash-plus-marketable-security ratios of 
the fifty-nine sample firms, indicate that inter-industry variation in 
these ratios noticeably exceeds intra-industry dispersion and that 
the differential is apparently not attributable to chance alone. 
Subjective differences in the attitudes of corporation executives 
are sufficient in themselves to occasion substantial intra-industry 
variation in the cash-plus-marketable-security ratios of large non- 
financial corporations. Of the objective factors producing intra- 
industry dispersion, perhaps the most important is variation among 
firms in the degree of reliance upon short-term bank credit. Other 
objective factors, including relative differences among firms in 
inventories, accounts receivable, and liability structures, which 
have been examined by the writer induce noticeably atypical 


21. Ratios of current liabilities to annual cash payments are hereinafter referred to as 
current liability ratios. 

22. With the exception of modifications necessitated by the paucity of the sample, 
the industry classifications are patterned after those used by Moody’s Investors Service. 
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behavior in a few instances, but do not appear to be generally cor- 
related with the cash-plus-marketable-security ratios of individual 
companies. Whatever the cause, intra-industry dispersion in cash- 
plus-marketable-security ratios does not preclude the utilization of 
“industry” ratios as long as the historical ratio patterns for firms 
within the same industry are similar. 

The degree of historical variation in “industry” cash-plus-market- 


TABLE 3 


“INDUSTRY” CASH-PLUS-MARKETABLE-SECURITY RATIOS 
FOR SELECTED YEARS, 1929-49 


CASH-PLUS-MARKETABLE-SECURITY RATIO 


NUMBER 1929 1937 1939 1946 1948 1949 

OF (per (per (per (per (per (per 

INDUSTRY Firs cent) cent) cent) cent) cent) cent) 
Agricultural machinery. .... 2 11.1 3.6 11.4 20.9 5.9 9.5 
Automobiles.............-+ 5 11.2 $9.3 14.9 17.7 14.0 16.4 
EE ae 1 27.8 18.2 19.3 51.4 26.8 27.7 
Building materials......... 2 6.7 16.0 26.0 37.2 .2 17.6 
Domestic trade............ 6 6.1 5:5 6.8 12.0 10.3 10.4 
Electric power............. 2 13.5 16.3 18.2 32.8 14.4 20.1 
Food products............. 6 9.0 8.6 8.4 9.2 8.0 10.2 
Household appliances....... 4 18.0 13.9 20.0 21.6 13.0 17.5 
Industrial machinery....... 20.9 13.4 15.2 13.2 9.5 
eee 4 16.4 8.9 14.6 29.4 17.9 20.3 
Meat packing............. 3 1.8 2.7 3.6 4.9 1.8 2.3 
4 20.6 15.7 27.7 46.7 42.0 45.0 
10.0 14.1 18.9 10.3 11.6 
3 14.1 20.5 23.1 37.8 25.1 23.9 
Rubber products........... 3 10.4 6.6 10.0 13.4 11.3 14.1 
Telephone and telegraph.... 1 8.2 20.5 11.5 7 12.6 11.0 
3 14.8 6.4 21.6 25.4 2.2 
pe, a 2 5.6 10.2 14.3 22.6 12.4 14.9 
Transportation equipment... 1 13.5 11.3 21.6 25.0 8.3 10.6 


Total number of firms.. 59 
Source: See Appendix A. 


able-security ratios is shown in Table 4, wherein the “industry” 
ratios for 1948-49 are expressed in index fashion as percentages of 
the corresponding ratios for 1929 and 1939. For thirteen of nineteen 
industries cash-plus-marketable-security ratios are higher for 1939 
than for 1929. For ten industries the 1948-49 ratios are above those 
for 1939. With five exceptions the “industry” cash-plus-marketable- 
security ratios for 1948-49 exceed those for 1929. 

Much of the long-term movement in “industry” cash-plus-market- 
able-security ratios can apparently be explained in terms of the 
changing relative importance of current liabilities.2* Of the four 
industries, shown in Table 4, whose 1948-49 cash-plus-marketable- 


23. Current liabilities are defined as outstanding obligations which must be met 
within twelve months. 
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security ratios are more than 5 per cent below their 1929 ratios, 
three exhibit corresponding decreases in current liability ratios. 
The exception is household appliances. : 

For eleven industries both cash-plus-marketable-security ratios 
and current liability ratios are noticeably higher for 1948-49 than 
for 1929. In the case of beverages a significant increase in the cur- 
rent liability ratio apparently did not affect its cash-plus-marketable- 


TABLE 4 


RELATIVE CHANGES IN “INDUSTRY” CASH-PLUS- 
MARKETABLE-SECURITY RATIOS 


1948-49 CasH-MARKETABLE-SECU- 


NuMBER rity Ratio As A Per- 
oF CENTAGE OF: 
InpuUsTRY Firms 1939 1929 

Transportation equipment... 1 44% 70% 
3 58 117 
Building materials......... 2 67 260 
Agricultural machinery. .... 2 69 71 
Industrial machinery. ...... 3 71 52 
Household appliances....... 4 77 85 
78 116 
Blectric power... 95 127 
2 96 245 
Telephone and telegraph.... 1 102 145 
Automobiles............... 5 102 136 
Food products............. 6 108 101 
Rubber products........... 3 127 122 
+ 131 116 
1 141 98 
Domestic trade............ 6 153 170 


Total number of firms.. 59 
Source: See Table 3. 


security ratio. Neither the cash-plus-marketable-security ratios nor 
the current liability ratios are substantially different for 1948-49 
than for 1929 in the cases of electric power, food products, and 
meat packing. For ten of the nineteen industries changes in current 
liability ratios appear to account for more than half of the dif- 
ferences between 1948-49 cash-plus-marketable-security ratios and 
1929 ratios. 

A comparison of the “industry” cash-plus-marketable-security 
ratios and current liability ratios for 1948-49 with those for 1939 
reveals the same relationship, but somewhat less distinctly. For the 
nine industries whose 1948-49 cash-plus-marketable-security ratios 
are below the corresponding 1939 ratios, the current liability ratios 
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of four exhibited a direct correlation, the ratios of two remained 
approximately the same, while those of three moved inversely. For 
the ten industries whose 1948-49 cash-plus-marketable-security 
ratios exceed the 1939 ratios, the current liability ratios of eight are 
higher for 1948-49 than for 1939, while those of two are approx- 
imately the same. 

The positive covariation between relative changes in current 
liabilities and liquid asset holdings implies that fixed commitment 
reserves constitute the major part of the precautionary balances 
maintained by large non-financial corporations. Increases over the 
preceding two decades in current liability ratios which appear to 
be the principal determinant of fixed commitment reserves are 
attributable largely to increments in corporate tax rates. The fact 
that “industry” cash-plus-marketable-security ratios for 1939 tend 
to be above those for 1929 and that the apparent influence of varia- 
tions in current liability ratios between 1939 and 1948-49 is less 
distinct than between 1929 and 1948-49 suggest that our hypothesis 
as to relation between liquid assets and corporate spending needs - 
modification when extended to periods other than prosperity. 


V 


The unusually high level of cash-plus-marketable-security ratios 
in the immediate postwar period can be explained by the presence 
of planned expenditures which are not annually recurring. Between 
December, 1945, and December, 1947, non-financial corporate hold- 
ings of government securities declined by six and a half billion 
dollars, while demand deposits remained virtually unchanged.** Dis- 
hoarding of government securities financed more than one-fourth 
of the expenditures by non-financial corporations on Plant and 
equipment during this period. 

For the years immediately following World War II the behavior 
of cash-plus-marketable-security ratios reveals substantially more 
about the magnitude of non-recurring, planned expenditures by 
non-financial companies than does the absolute change in the liquid 
asset holdings of these firms. The years 1947 and 1948 are charac- 
terized by significant increments in corporate sales due in large 
part to inflation. Because of the lagged relationship between cash 
receipts from sales and certain types of cash payments, such as tax 
payments and dividend distributions, increases in corporate sales 


24. “Estimated Liquid Asset Holdings of Individuals and Businesses,” Federal Re- 
serve Bulletin, Vol. 38, No. 7 (July, 1952), p. 757. 
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tend, ceteris paribus, to increase liquid asset balances. To a consider- 
able extent, therefore, dishoarding undertaken by non-financial cor- 
porations to finance non-recurring planned expenditures during 
1947 and 1948 was offset by the influence of augmented sales upon 
liquid asset holdings. 

The “industry” cash-plus-marketable-security ratios for the fifty- 
nine firms listed in Appendix A exhibit declines in excess of one- 
fourth between 1946 and 1948 in eleven of nineteen instances and 
those for 1939 in twelve instances. Even if the influence of aug- 
mented fixed commitment reserves and of reduced reliance upon 
short-term bank credit are taken into consideration, deviations of 
“industry” cash-plus-marketable-security ratios for 1946 from those 
for 1929 and 1939 point to the existence of planned outlays which 
are not annually recurring.” 

Although significant positive deviations of cash-plus-marketable- 
security ratios from “normal” are likely to indicate the presence 
of planned expenditures which do not recur annually, the timing 
of these outlays remains uncertain. In the great majority of instances 
the largest postwar decrements in the “industry” cash-plus-market- 
able-security ratios occur between 1946 and 1947. Nonetheless, the 
decreases in “industry” ratios for electric power and gas were 
greatest between 1947 and 1948; those for telephone and telegraph 
were largest between 1948 and 1949; those for building materials 
were about as large between 1947 and 1948 as between 1946 and 
1947; while the “industry” ratios for mining remained unexplicably 
high as late as 1949. 

Abnormally high cash-plus-marketable-security ratios may also 
reflect unanticipated increments in liquid asset holdings. Although it 
is difficult to demonstrate empirically that corporate spending is 
stimulated by such increments, the behavior of large corporations 
in the eighteen months following the “unexpected” inception of 
fighting in Korea appears consistent therewith. Reference is made 
in the Federal Reserve Bulletin to the sharp rise in the liquid asset 
holdings of large corporations during 1950 and to the fact that a 
part of this increase represented “funds in excess of current invest- 
ments and operating requirements.”** These apparently unantic- 

25. “Industry” cash-plus-marketable-security ratios for 1946 reflect the amounts of 
cash and marketable securities held at the end of 1945 due to the fact that the numer- 


ator is calculated by averaging cash-plus-marketable-security balances held at the end 
of two consecutive annual periods. 


26. “Financing Large Corporations in 1950,” Federal Reserve Bulletin, Vol. 37, No. 9 
(August, 1951), p. 915. 
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ipated increments were followed in 1951 by record outlays for 
plant, equipment and inventories.” 
4 For three hundred large non-financial corporations, whose 
1 | financial activities are reviewed annually in the Federal Reserve 
_ Bulletin, the ratio of the increment in liquid asset balances during 
- |» 1950 to the corresponding variation in sales amounted to nearly 
- 25 per cent.”® In the aggregate these firms continued to augment 
1 | their liquid asset holdings during 1951, but by less than 4 per cent 
- | of the growth in sales over 1950. The liquid asset balances of large 
companies belonging to several categories, e.g., automobiles, food, 
f | machinery, railroads, and transportation equipment, exhibited sig- 
nificant absolute decreases during 1951. Measured on the basis 
_ of ratios of liquid assets to current liabilities, the liquidity positions 
_ __ of all manufacturing industries declined during 1951. 
- ff The effect of unexpected liquid asset accumulations on the spend- 
ing of large non-financial corporations cannot readily be separated 
__ from the impact of a variety of other factors, such as changed 
S 3 expectations as to the future. At the very least, however, the pres- 
_ ence of unanticipated increments in liquid assets encourages a more 


| positive response to improved expectations because it reduces one 
| of the cost factors. 
h VI 
ls | The foregoing analysis suggests that the direct stimulus of 
d | liquid assets held by non-financial corporations to corporate spend- 
* a ing may be primarily a function of the extent to which changes in 
liquid asset balances are unanticipated. The extent of unexpected 
0 | variations in liquid asset balances depends upon the nature and 
it | degree of financial planning and upon the accuracy of these plans. 
is | During transition periods in which the economy is characterized by 
ns | uncertainty, the magnitude of unanticipated changes in liquid asset 
of holdings may assume some importance. 
le @ No attempt has been made to contrast the financial behavior of 
et _ large non-financial corporations with that of other groups. It ap- 
a _—_—sCpears, however, that the liquid asset accumulations of individuals 
t- | and of small and medium-sized businesses influence their spending 
c- |. More than is the case with large non-financial corporations. Since 
of ___ these groups as a whole plan less thoroughly and less effectively 
e- .__ than large firms, unanticipated variations in their liquid asset bal- 
- 27. “Financing of Large Corporations in 1951,” Federal Reserve Bulletin, Vol. 38, 
9 No. 6 (June, 1952), p. 638. 


28. Ibid., pp. 640-42. 
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ances are likely to be relatively greater. Of equal relevance is the 
fact that the presence of credit rationing and of restricted entry to 
the capital market reduce the ability of individuals and small and 
medium-sized businesses to adjust their liquid asset balances to de- 
sired levels. 

The smaller the influence of liquid asset holdings upon the spend- 
ing of large non-financial corporations, the greater the need may be 
for general monetary controls to be supplemented by direct controls 
during inflationary periods. Inasmuch as large firms are able to main- 
tain their liquidity positions at the expense of other groups, exclusive 
reliance upon monetary controls produces inequities and may dis- 
turb the balance among the different groups making up the economy. 
Monetary controls do not, by themselves, curtail the competition of 
large corporations for materials in short supply. 

The role of fixed commitment reserves has important implications 
for fiscal policy. If the portion of our hypothesis treating this aspect 
is valid, the deflationary effect of increased corporation taxes is felt 
prior to their actual payment. Liquid asset balances can be expected 
to rise concurrently with accrued tax obligations. This augmented 
hoarding, rather than the actual defrayal of tax liabilities, exerts the 
deflationary impact. 

It seems apparent that the investigation and interpretation of 
cash-plus-marketable-security ratios has considerable relevance, pro- 
vided firms do not hold significant amounts of liquid assets which 
have no designated purpose (except, perhaps, general precaution) 
for long periods. The analysis of these ratios must of course be re- 
lated to surveys of planned expansion and managerial expectations 
and to studies of the over-all economic environment. The end-result 
should be improved economic forecasting and reduced guesswork in- 
volved in the choice and timing of governmental policies designed to 
stabilize the economy. 


APPENDIX A 


In selecting the sample of fifty-nine large non-financial corporations, an effort 
has been made to obtain a broad coverage. Nineteen different industries are 
represented, including such categories as domestic trade, electric power and gas, 
railroads, and telephone and telegraph, as well as manufacturing groups. For each 
of the sample firms the ratios of cash-plus-marketable-securities to annual cash 
payments have been computed for the years 1929, 1937, 1939, 1946, 1948, 
and 1949. 

The major sources of the corporate financial data requized for the empirical 
analysis are income and balance sheet statements contained in the annual reports 
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of the sample firms in Moody’s Industrials. Expenditures enumerated in the in- 
come statements provide the basis for estimating the annual cash payments of 
each non-financial corporation. The procedure for deriving cash payments is 
similar to that described in Appendix C of F. A. Lutz, Corporate Cash Balances, 
1941-43 (New York: National Bureau of Economic Research, 1945), except that 
Professor Lutz starts with annual sales figures rather than with expenditures. 

In order to obtain the total cash outlays, the following adjustments are made 
to the basic figures taken from the profit-and-loss statements. Depreciation, de- 
pletion, amortization of deferred charges, and other non-cash costs, such as 
losses on the sale of fixed assets, are deducted from total expenditures. The 
dollar value of inventory decumulations is subtracted from the cost of goods 
sold because it represents cash outlays made in previous years, but not during 
the current year. 

Inasmuch as corporate accounting is done on an accrual basis, an effort is 
made to omit those portions of taxes, salaries, dividends, etc., which, although 
allocated to the year under consideration, are not paid until succeeding years. 
The actual cost of new plant and equipment constructed or purchased during 
the annual period is added to the basic figures, as are cash dividends, decreases 
in current liabilities and other obligations, increases in investments, and inven- 
tory accumulations. Each of these items augments cash payments. 

Cash and marketable securities figures shown in the balance sheets of the 
sample corporations represent stocks as of the end of the fiscal period and are 
not comparable to annual cash payments.?® The problem of relating stocks to 
flows is resolved in part by averaging cash and marketable securities together for 
two successive year-ends. The effect of seasonal variations on liquid asset hold- 
ings remains concealed by this procedure.®° Since the discussion relates only to 
large non-confidential corporations, however, difficulties engendered by season- 
ality may be smaller than for business concerns in general due to product diver- 
sification and preplanning of cash outlays. 

There is no presumption that the cash-plus-marketable-security ratios, obtained 
from data estimated in the fashion indicated above, are wholly accurate. In addi- 
tion to the problem of relating stocks of cash and marketable securities to annual 
cash payments, the true cash figures may be hidden by window-dressing. In 
several instances the income and balance sheet statements are insufficiently 
itemized to permit the complete separation of cash from non-cash outlays. It is 
believed, however, that the accuracy of the estimates is adequate for the purposes 
of this analysis. 

The cash-plus-marketable-security ratios for each of the fifty-nine large non- 
financial corporations are shown in Table A. The numbers, 1 through 3, shown 


29. Non-marketable Treasury Tax Notes are included as a component of marketable 
securities. For the postwar period, marketable securities are composed almost entirely 
of short-term government securities. For complete comparability with annual cash pay- 
ments, it would be necessary to have an average of the daily figures for both cash and 
marketable securities. 


30. The influence of seasonal variations on liquid asset holdings was examined by 
using quarterly data provided by the Federal Trade Commission and the Securities 
and Exchange Commission. For 1949, ratios derived by using year-end figures for cash 
and government securities are not far different from those derived by using the average 
of quarterly figures. With few exceptions, the relative positions of industry cash-plus- 
government-security ratios remain unchanged. 
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Company AND Cope 
Agricultura] machinery 

2 Allis-Chalmers 

2 Caterpillar Tr 
Automobiles 


2 Hudson 

2 Studebaker 
Beverages 

Building materials 

2 Johns-Manville............. 

3 Lone Star Cement......... . 
Domestic trade 

2 Federated Dept. Stores. . . 


2 R. H. Macy 

1 Sears, Roebuck. 

1F. W. Woolworth............. 
Electric power and gas 

2 Pacific Gas and Elec.. 

3 Peoples Gas, Light & Coke. . 
Food products 

2 Am. Home Prod 


2 General Mills. . 
1 Nat’! Dairy Prod 
Household appliances 
2 Amer. Radiator and Standard 
Sanit.. 
1 General E lectric. 
2 Radio C orporation ‘of America. 
1 Westinghouse Elec.. 
Industrial machinery 
3 Fairbanks, Morse.. . 
2 National Cash. ... 
2 National Supply. . . 
Iron and steel 
2 American Rolling Mill 
1 Bethlehem Steel 
2 Inland Steel. . 
1 US. Steel 
Meat packing 
1 Armour..... 


Mining 
2 Anaconda Copper. . . 
2 Kennecott 
2 Phelps Dodge. . 
2 Pittsburgh Consolidated C ‘oal. 


TABLE A 


RATIOS OF CASH-PLUS-MARKETABLE-SECURITIES TO ANNUAL CASH PAYMENTS 
FOR FIFTY-NINE LARGE NON-FINANCIAL CORPORATIONS 


Ne 


MOOREA PU CH 


an 


Ratio oF CASsH-PLUS-MARKETABLE-SECURITIES 


To ANNUAL CAsH PAYMENTS 


1937 1939 1946 1948 
3.9 14.8 24.6 8.7 
3.2 7.9 17.2 3.1 
5.9 14.0 15.3 
10.0 20.0 13.8 16.5 
13.6 9.6 10.0 
18.4 31.4 
8.3 12.5 13.5 11.0 
18.2 19.3 51.4 26.8 
8.9 17.1 40.0 12.1 
23.0 34.9 34.3 22.2 
6.1 4.9 11.0 6.0 
2.1 2.4 3.0 4.2 
11.5 15.7 24.6 24.3 
5.3 6.1 8.9 5.9 
2.6 5.0 8.4 8.9 
5.0 6.9 16.2 12.5 
| 12.3 15.3 12.7 
22.8 24.1 50.3 16.1 
6.8 7.2 5.3 10.5 
17.5 14.0 18.4 14.5 
9.3 12.1 11.3 9.3 
3.9 5.6 3.4 2.4 
6.8 6.3 8.2 7.6 
5.4 5.0 8.3 3.8 
11.4 11.1 33.8 15.0 
17.5 $2.7 17.5 41.5 
13.2 13.5 14.8 13.2 
13.4 22.7 20.1 11.8 
8.1 15.1 14.3 12.8 
5.9 7.5 11.9 6.6 
26.3 23.1 13.3 9.0 
6.2 8.1 17.4 10.3 
9.4 15.5 29.3 15.4 
12.9 15.2 19.4 
7.1 19.4 43.5 26.5 
1.7 2.7 4.2 1.4 
2.6 2.5 3.7 8 
3.8 5.5 6.7 3.2 
6.6 12.6 45.3 32.6 
31.4 48.8 76.6 73.6 
19.8 44.2 45.7 35.0 
4.8 5.3 19.0 26.9 
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TABLE A—Continued 


CoMPANY AND Size CopE 1929 


Petroleum 

7 

1 Standard Oil of New Jersey.... 14. 

8 
Railroads 

Atchison, Topeka and Santa Fe 

Rubber products 

4 

1 Goodyear Tire and Rubber..... 15. 

1 U.S. Rubber 11 
Telephone and telegraph 

Textiles 

‘| 2 

Toilet articles 

2 Colgate-Palmolive-Peet........ 

1 Proctor and Gamble........... 4.1 
Transportation equipment 

2 Baldwin Locomotive........... 13.1 


one 


oo 


Ratio oF CasH-PLUS-MARKETABLE-SECURITIES 
to AnnuaL Case PayMENTS 


1937 1939 1946 1948 1949 
11.4 13.2 8.6 10.2 13.1 
6.3 8.1 20.5 12.1 13.6 
15.3 26.3 31.6 13.6 15.5 
7.0 8.8 14.7 5.1 4.7 
19.8 30.1 35.3 29.4 26.3 
19.4 20.4 ane 18.2 18.6 
22.2 18.8 58.0 27.8 26.7 
7.6 9.5 15.3 10.9 14.7 
6.2 13.0 16.3 13.7 17.4 
6.1 7.6 8.6 9.4 10.2 
20.5 11.5 11.7 12.6 11.0 
13.3 10.4 21.4 460 34.4 
2.3 3.4 22.4 15.0 12.4 
3.5 2.0 ces 15.1 19.7 
12.3 18.2 31.8 15.4 20.3 
8.0 10.3 13.4 9.4 9.4 
11.3 21.6 25.0 8.3 10.6 


Source: Annual reports of the above-listed corporations and Moody’s Industrials. 


at the left of Table A preceding the name of each company indicate the size 
group to which that corporation belongs. Size is measured by the level of cash 
payments in 1949. Size categories designated by the numerical symbols are 


as follows: 


Level of 1949 Cash Payments 

$500 million and over 
100-500 million 
50-100 million 


‘4 
j 
a 
| 
cs 
| 
Size Group 
2 
; 
‘ ¥ 


CATASTROPHE REINSURANCE COVERAGES OF 
AMERICAN FIRE INSURANCE COMPANIES 


W. M. Howarp 
University of Idaho 


THE OPERATIONS OF INSURANCE companies are based on the prin- 
ciple that if a sufficiently large number of independent risks is taken, 
the proportion of the risks that will result in loss can be predicted 
within reasonable limits. Having the proportion of risks in loss pre- 
dictable enables the insurer to operate on a sound basis, however, 
only if none of the risks is much larger than the others. If a few 
of the risks are larger than the others, the amount of money to be 
paid out in losses would not be predictable within narrow limits, 
since the predictable proportion of losses may or may not include 
the large risks. For this reason insurance companies find it neces- 
sary to limit the size of the risks they assume. In general, the larger 
the insurance company, the larger the risk that can be carried. 

It is not practical for insurance companies to refuse to write in- 
surance on risks that are larger than the maximum they can safely 
carry. Consequently, they must insure themselves against the pos- 
sibility of heavy loss on large risks by, in effect, taking out an in- 
surance policy with another insurance company. This is the process 
of reinsuring. Reinsurance practices of this type are well known and 
the principles underlying them are widely understood. The basic 
problem is that of determining how large a risk can be retained. 
There is room for differences of opinion in what this figure should 
be for various companies, but the problem is a manageable one. 

There is another reinsurance problem besides that presented by 
individual risks too large to be carried. The predictability of losses 
is based on independence of risks and risks frequently are not en- 
tirely independent. For example, many buildings are subject to the 
possibility of being destroyed by the same conflagration, and many 
risks may be destroyed or damaged by the same windstorm. To be 
conservative then, insurance companies must not only reinsure the 
large individual risks but must also protect themselves against the 
possibility of a great many relatively small losses occurring at the 
same time. This is accomplished by the purchase of “catastrophe” 
or “conflagration” or “excess of loss” reinsurance." 


1. The term “catastrophe reinsurance” is used in this paper. 
388 
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The need for catastrophe reinsurance is recognized throughout 
the insurance industry, but there are no obvious or generally ac- 
cepted principles for determining the appropriate amount or arrange- 
ment of catastrophe reinsurance coverage. All companies that 
carry this type of reinsurance would want to carry an amount large 
enough so that it would not be exhausted by a large loss. As a result, 
experience could hardly be a sure guide to establishing upper limits 
since there is no assurance that the largest possible loss has ever 
occurred. It is possible that some method of estimating the prob- 
ability of losses of various magnitudes for companies, given the 
nature of the risks they have assumed, may be developed, but this 
has not been done yet, and there seems to be no immediate prospect 
of its being done. 

With no recognized principles to guide them, the type of catastro- 
phe reinsurance coverage obtained by various companies varies 
widely within the industry. It is the purpose of this study to investi- 
gate the nature of catastrophe reinsurance coverage of American 
fire insurance companies at the present time and to explore the ways | 
in which insurance executives determine the catastrophe reinsurance 
required by their companies. To this end a questionnaire was drawn 
up and sent to 108 insurance executives. The companies represented 
vary in size from very small to some of the largest and are located 
in all parts of the country. No attempt was made to circularize all 
companies. 

Thirty-two questionnaires were completed and returned. This 
number is not large enough to constitute a statistical survey of the 
industry, but it is large enough to provide a considerable variety of 
answers to the questions submitted. 

On most of the questionnaires returned the request was made 
that the names of the companies concerned be omitted in any paper 
that might result from the information gathered. For that reason 
the sources of only a few of the quotations used in this paper are 
indicated. 


I. GENERAL NATURE OF CATASTROPHE REINSURANCE COVERAGE 


Catastrophe reinsurance contracts might be compared to auto- 
mobile collision insurance contracts with a “deductible” feature. 
The liability of the insuring company begins only after losses, suf- 
fered by the insured company, of the type defined in the reinsurance 
agreement exceed a certain specified figure. The possible liability of 
the insuring company extends to some figure named in the reinsur- 
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ance agreement. Thus it is similar to an insurance policy under which 
an insurance company agrees to indemnify an automobile owner for 
damage to his automobile up to the face amount of the policy—say 
$1,500—with a deductible of $50. The obvious difference is that 
catastrophe reinsurance agreements involve much larger amounts of 
money. For example, one of the smaller companies* co-operating in 
this study has a reinsurance contract under which the reinsurer 
agrees to pay losses in excess of $5,000 up to a total payment of 
$95,000. That is, the reinsurer will pay all but the first $5,000 of 
losses up to $100,000. Any loss above $100,000 must be borne by 
the original company. 

The size of the upper limits and retentions* of the catastrophe 
reinsurance coverage vary greatly from company to company. The 
$5,000 and $100,000 limits mentioned are the lowest of any company 
co-operating in this study. The highest retention found was $500,000 
and the highest upper limit was $3,000,000. In general, the smaller 
companies have smaller retentions and upper limits in their catastro- 
phe reinsurance contracts. But this is not true in all cases. A number 
of instances were found in which companies have higher catastrophe 
reinsurance limits—both upper limits and retentions—than other 
companies that are larger in terms of admitted assets and net 
premiums written. Two large insurance groups carry no catastrophe 
reinsurance at all. 

Many catastrophe reinsurance agreements require the reinsurer 
to pay only a percentage of the catastrophe loss in excess of the 
deductible. Thus one company has a contract under which it can 
recover “90 per cent of $1,750,000 in excess of $250,000.’* The 
reason for requiring the reinsured company to retain a percentage 
of each loss in addition to the deductible is that it is desirable that 
the reinsured company have an interest in all of the loss adjustments. 
The theory is that the reinsured company will scrutinize the claims 
more closely if they are not 100 per cent reinsured. 

Most of the reinsurance coverages considered in this study re- 
quired payment by the reinsurer of a percentage of the loss after 
the deductible amount. The most usual percentage seems to be 90 
per cent, but some contracts called for 85 per cent.® 

It is not uncommon for fire insurance companies to carry two or 


2. “Company A,” Fig. 1. 


3. The lower limit of a catastrophe reinsurance contract is commonly referred to as 
the “retention” or “point of attachment.” These terms are used interchangeably in this 
Paper. 


4. “Company B,” Fig. 1. 5. “Company C,” Fig. 1. 
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more catastrophe reinsurance contracts at the same time. The sec- 
ond coverage may start where the first leaves off. In this case the 
upper limit of the first contract is the “deductible” amount under 
the second contract. For example, one answer on a questionnaire re- 
ceived describes a company’s catastrophe reinsurance coverage as 
follows: 

Our first catastrophe contract is for $90,000 to cover 90 per cent of any loss 
in excess of $150,000. 


Our second contract is for $500,000 to cover 90 per cent of any loss in excess 
of $250,000. 

Our third contract is for $500,000 to cover 90 per cent of any loss in excess 
of $805,555. 

You will note from this that we stand the first $150,000 of any loss and 10 
per cent of any loss above that until our catastrophe contracts totaling $1,090,000 
have been exhausted. 


Premiums on the higher contracts are less per dollar of coverage 
than on the lower contracts. This is true because the probability of 
loss under the contract is reduced as the point of attachment in- 
creases. Thus the cost of the higher contracts is not excessive. Yet 
there is always an upper limit. It appears that no reinsurer will ac- 
cept a contract without an upper limit. One of the problems of 
insurance executives is to decide at what point an additional catastro- 
phe contract is not worth the additional premium. 

In some cases the second and subsequent catastrophe insurance 
contracts do not have points of attachment corresponding to the up- 
per limit of the preceding contract.® The following in an example of 
this type of catastrophe coverage. 

Our catastrophe reinsurance is handled in three separate contracts: 

(1) $350,000 over a net loss of $100,000. 

(2) $450,000 over an additional net loss of $50,000. (Net loss to the com- 
pany at this point is $150,000.) 

(3) The third contract provides for $700,000 over another additional loss of 
$50,000. (At this point loss to the company is $200,000.) 


It will be observed that this type of arrangement leaves gaps in the 
catastrophe reinsurance coverage. From the point of view of the 
company buying the coverage the gaps are somewhat comparable 
to, though not identical to, the percentage of catastrophe losses 
borne by other companies having no gaps in their catastrophe cover- 
age. 

Catastrophe reinsurance contracts may cover one peril or more 


6. “Company E,” Fig. 1. 
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than one.” With some companies the lower ranges of catastrophe 
coverage may reinsure two or more perils while the higher limits 
may reinsure only the peril or perils considered most likely to pro- 
duce a large loss.® 

Of the perils insured by fire insurance companies? in the United 
States, the one that seems to be generally regarded as most urgently 
requiring catastrophe reinsurance is windstorm. This was not always 
true. Several years ago the peril for which catastrophe reinsurance 
was most urgently required was fire.’? Greater use of the extended 
coverage indorsement is probably the principal factor that has con- 
tributed to the change in this aspect of catastrophe reinsurance. 
Probably the windstorm of November, 1950," had a considerable 
effect in this respect also. 

Executives responding to the questionnaire listed the following 
perils as those giving their companies the greatest need for catastro- 


phe reinsurance.” 
No. of Times Mentioned 


Workmen’s compensation .................... 1 


*No doubt the windstorm peril in the extended coverage in- 
dorsement is referred to in many cases. 

The underwriting of catastrophe reinsurance originated with 
Lloyd’s of London and for a number of years this type of coverage 
could not be purchased from domestic companies. Probably most 
catastrophe reinsurance purchased by American companies is still 


7. “. . . our contract provides protection for all the hazards written under statutory 
fire and windstorm policies and fire policies with the extended coverage endorsement 
attached.” 


8. See footnote 54 for example. 
9. Not including casualty business written under multiple line underwriting powers. 


10. There have been memorable disasters that resulted from neither fire nor wind- 
storm. The explosion at Texas City, Texas, for example, precipitated claims of about 
$200,000,000. 


11. See Section III below. 


12. Based on answers to the question “Which of your insurance lines give rise to the 
greatest need for catastrophe reinsurance?” Several answers listed more than one peril 
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from Lloyd’s of London,” though such coverage is now available in 
this country, even in large amounts." 

It seems that the smaller American fire insurance companies, 
in general, place their catastrophe reinsurance with only one under- 
writer. There are a number of reasons for this. Perhaps the fact 
that the executives of smaller companies perform several functions 
and cannot give a great deal of time to contract negotiation is as 
important a reason as any. They deal only with one reinsurer, 
thereby saving themselves time and effort.* Another reason for 
dealing with only one reinsurer is that it simplifies settlement of 
claims.*® On the other hand, if catastrophe reinsurance is divided 
into two or more contracts, each one having loss limits that are 
different from the others and that do not overlap, there need be 
no particular difficulty in settling claims** and the competition of re- 
insurers might enable the reinsured company to drive a better 
bargain.*® 

Larger fire insurance companies are more likely to place their 
catastrophe reinsurance with more than one company. It seems that 
they are more inclined to give serious consideration to the possibility 
that the reinsurer might fail..° The advantages of having advice 
from more than one reinsurer are valued by some executives. The 
advantages of placing reinsurance with more than one underwriter 
are well summarized in this sentence received in reply to the 
questionnaire: “To receive benefit of reinsurers’ opinions, to obtain 
competitive bids, and to spread liability.” 

The very large fire insurance companies have little choice be- 
tween the advantages of one reinsurer and two or more reinsurers. 
“The size of . . . [the] catastrophe reinsurance coverages makes 
them unobtainable through a single source.” 

13. Based on statements made in answer to the question, “Do you consider it de- 
sirable to carry catastrophe reinsurance with more than one reinsurer? Why?” Most 


of the conclusions in the following paragraphs are based on answers to this question. 

14. See H. Ernest Feer, Approach to Reinsurance (Insurance Institute of America, 
1951), p. 45. 

15. For example: “We have used Lloyd’s exclusively as we consider it more con- 
venient to negotiate with one company,” and “In buying both share and catastrophe 
reinsurance on fire lines, we simply used the companies previously used on other lines 
without considering the desirability or lack thereof of dividing the reinsurance.” 

16. For example: “No. Complication on fringe losses, and negotiations for renewal.” 

17. “No, unless placed on a layer basis. . . . It is far simpler to negotiate loss settle- 
ments with a single carrier.” 

18. “It sometimes might have a beneficial effect from a cost standpoint.” 

19. “We do consider it desirable to carry catastrophe reinsurance with more than one 
reinsurance company because of the large obligations which any one company might 


have and which in any one year might easily exceed its ability to pay regardless of how 
large its own resources might be.” 
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II. Factors DETERMINING Limits oF CATASTROPHE 
REINSURANCE COVERAGE: GENERAL”? 


Some insurance executives who buy catastrophe reinsurance 
coverage for their companies apparently feel that they can deter- 
mine their needs with some precision, given the nature of the com- 
pany’s business and the state of the reinsurance market. On the 
other hand many, perhaps most, feel that the amount of catastrophe 
reinsurance needed is not a matter than can be analyzed with any ap- 
preciable degree of definiteness and that the limits of catastrophe 
reinsurance to be purchased are very largely a matter of judgment.” 

Some executives seem to feel that experience is as good a guide 
as any available,* and others indicated a number of factors that 
are considered in determining catastrophe reinsurance limits, but did 
not indicate that there is any precise method of evaluating these fac- 
tors. They did not offer anything like a formula to determine limits 
once the relevant factors are known.”* Some companies indicated 
substantial reliance on the advice of brokers and of companies 
writing this type of reinsurance in establishing their catastrophe 
reinsurance limits. 

Two of the larger insurance groups that answered the question- 
naire do not carry catastrophe reinsurance of any kind. The point 
of view of the management of these companies is that they have 
their business so diversified, and they are so sound financially that 
what would be catastrophe losses to other companies can be taken 
in stride as almost normal operations. From this premise they reason 
that they may as well “write” their own catastrophe reinsurance and 
keep the profit from this kind of business for themselves.** One of 
the companies has set up a reinsurance fund of $6,000,000 for this 

20. This section of the paper is based mainly on responses to the question: “By what 
reasoning do you conclude the coverage described above is neither inadequate nor ex- 
cessive? How did you arrive at the figures as desirable coverage? (We realize we may 


be asking a lot here. If the space provided on this questionnaire is not adequate, please 
answer on a separate sheet.)” 

21. For example: “So far as we know, iademens of the individual company, based on 
past experience and its knowledge of the general volume and character of business it is 
doing, is the only basis on which catastrophe limits can be determined.” 


22. There were a number of comments similar to this one in response to the question. 
“This reinsurance is based on the experience of a considerable number of years. . . .” 

23. “The decision as to the amount of protection needed was affected by several fac- 
tors, including our gross and net line limits; concentration of exposure by area; our 
own catastrophe experience; the pattern followed by other companies; our normal loss 
experience ; and the size of our surplus.” 

24. “We felt that a catastrophe cover represented a ‘shock absorber’ which would 
have to yield a profit to the assuming company or companies over any base period 
and that we could probably afford to absorb our claims in the first instance.” 
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purpose to which it credits reinsurance “premiums” and from which 
it subtracts losses.*° The fund operated successfully for at least the 
first year. A disadvantage of this procedure is that reinsurance 
premiums are deductible in computing taxable income, while credits 
to a self-administered reinsurance fund are not. This factor has 
deterred one other company from carrying its own catastrophe re- 
insurance.”* 

The more specific factors that are said to determine desirable 
catastrophe reinsurance limits may, for convenience, be separated 
into those influencing the reteut.on and those influencing the upper 
limit of the coverage. These will be discussed in turn. 


Factors DETERMINING LIMITS OF CATASTROPHE 
REINSURANCE COVERAGE: RETENTION 


When a fire insurance company pays a loss the surplus account 
is reduced. The larger the loss, the larger the reduction in surplus. 
One factor t’.at would seem to be a logical determinant of the 
point of attachment of the catastrophe reinsurance coverage is the 
amount by which the surplus could be reduced without seriously 
affecting the financial strength of the company. 

There is no uniformity among companies co-operating in this 
study with respect to the relation of the point of attachment of the 
catastrophe reinsurance and the surplus. The variation among com- 
panies in this respect is illustrated in Figure 2. The lowest point 
of attachment of catastrophe coverage, as a percentage of surplus, 
is .8 per cent. The highest i- 56 per cent.** The data in this study are 
not complete enough to indicate conclusively the explanation for 
the variation. Probably part of the variation is a result of differing 
attitudes of managements and different judgments. Some of the 
variation in coverage, however, is based on the variation in size of 
the companies. Just as very large companies can operate with a 
large “deductible” percentage of surplus, the smaller companies, 
being more vulnerable, must protect their surpluses more fully.” 
Mr. Henry D. Booth, Jr., of Booth, Potter, Seal, & Co., insurance 
broker, has observed a definite relation between retentions of various 
companies and their surpluses. 


25. North America Companies. See 160th Annual Report (1951), p. 8. 

26. “We probably would not carry this coverage at all, and would operate on a 
self-insured basis through the medium of a reserve, if such reserves were expensable 
for income tax pur, oses as premiums paid are.” 

27. Except of course, those companies not carrying this type of reinsurance at all. 


28. For example: “We are a small company with limited surplus, consequently, our 
protection of that surplus must be in proper proportion.” 
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The management cf most companies give consideration to the protection of 
their surplus and I would say in the middle class companies that 3% to 5% of 
their surplus is a popular figure. Of course, with larger companies their deducti- 
bles increase somewhat beyond these percentages.2® 


Another factor that is a major consideration in determining the 
retention of two companies responding to the questionnaire is the 
number of percentage points the retention would increase the loss 
ratio in a given year. A retention of $150,000 by a company with 
earned premiums of $3,000,000 would represent five percentage 
points in ioss ratio. The same retention, with $5,000,000 in earned 
premiums would represent only three percentage points in loss 
ratio. The retention of deductible in a catastrophe contract might 
logically be set at a figure which will not unduly distort the com- 
pany’s loss ratio in the year when a catastrophe occurs. 

Other factors mentioned were underwriting policies of the com- 
panies seeking reinsurance, the number of insurance lines wae” 
and the nature of the reinsurance market. 

In fact, the nature of the reinsurance market appears to be the 
factor determining the point of attachment of catastrophe re- 
insurance for a number of companies at the present time. Since the 
windstorm experienced in the Middle Atlantic States in November, 
1950, reinsurers have insisted on larger retentions by the companies 
insured. Reinsurers were hit very hard by that windstorm* and 
have become more conservative in their underwriting of catastro- 
phe coverages. They have also increased their rates. Before the 
November, 1950, windstorm it was common for companies to carry 
a retention of about 5 per cent of their net premium income. Since 
then reinsurers have required a retention of about 20 per cent of 
windstorm premiums. For other perils the retention has remained 
as low as 5 per cent.** As a result, a number of insurance executives 
indicated that their catastrophe reinsurance minimum was the lowest 
obtainable in the market at reasonable cost.** There are, of course, 
a number of exceptions.** 


29. From a letter written by Mr. Henry D. Booth, Jr., to this writer, May 19, 1952. 

30. “We also consider it proper for a multiple line company to carry a larger net 
retention because other lines not susceptible to the same catastrophe provide certain 
shock absorption.” 

31. See Section III below. 


32. Figures from the letter of Mr. Henry D. Booth, Jr., to this writer, dated May 19, 
1952. 

33. For example: “. . . This is the lowest retention obtainable in the available market 
at a feasible cost.” 

34. For example: “. .. We determined upon a retention of 50 per cent of our annual 
windstorm writings. . . . While this is a larger first retention than we know of other 
companies of our annual writings carrying, it is not regarded as an undue burden upon 
our policyholders’ surplus; nor in a good year upon our annual results.” 
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Factors DETERMINING LIMITs OF CATASTROPHE 
REINSURANCE COVERAGE: UPPER LIMITS 


As with points of attachment of catastrophe reinsurance coverage, 
there is no unanimity of opinion with regard to a proper method of 
determining upper limits of catastrophe reinsurance coverage. Re- 
sponses range from quite general statements to quite specific ones. 
The one aspect of the problem on which there seemed to be agree- 
ment is that the upper limit should be high enough so that the 
probabilities of exceeding it are extremely remote.* The disagree- 
ment is in methods of determining that amount for a particular 
company. 

As in the case with retentions, upper limits of catastrophe cover- 
ages of a number of companies are based largely on experience, with 
no rules or formulas as guides.** The following statement offers a 
somewhat more specific method of determining desirable coverage. 

We have no way of knowing whether this is sufficient or not. Several in- 
formants in the industry have stated that no hurricane, etc., has ever exceeded 
5 per cent of the amount at risk in any area. Others state that a 100 per cent loss 


ratio (fire and extended coverage) by any one company is unusual, and if a com- 
pany carried catastrophe equal to its annual writings, it would be sufficient. 


If carrying catastrophe reinsurance limits of 100 per cent of net 
premiums is desirable as suggested, this again is a principle ap- 
parently not widely accepted in the industry. Figure 3 illustrates 
typical coverages as a percentage of net premiums. There seems to 
be no company carrying 100 per cent of net premiums and consider- 
able variation is found both above and below that figure. 

For the purpose of reinsurance, catastrophes are frequently de- 
fined in terms of losses incurred in a specified period of time.** A 
catastrophe is likely to be confined to a particular area.** With this 


35. The statement that “We feel that the coverage described .. . is more than ade- 
quate and feel that the ‘margin of safety’ is well worth the cost for the excess limits 
that we are purchasing” or “We like to think that we shall always have an excessive 
amount rather than an inadequate amount,” might well have been made by any of 
several of the companies. 

36. For example: “We experienced one hail loss in one of our most concentrated 
areas which amounted to $150,000. We could not imagine a loss of more than twice 
that amount and, therefore, arrived at the $300,000 figure as adequate coverage.” 

37. Most catastrophe contracts define one loss by windstorm as being all losses within 
a forty-eight hour period and one loss by earthquake as all losses within a seventy-two 
hour period. The reinsured company has the privilege of picking the hour at which 
the forty-eight hours or the seventy-two hours is to begin. Conflagration is defined 
as fire losses “as a result of one event” with no time limit specified. 

38. But it may be very difficult to define an area for catastrophe reinsurance pur- 
poses. For example, in November, 1947, a west-bound hurricane cut across southern 
Florida, crossed the Gulf of Mexico, and with undiminished force hit the coast of Missis~ 
sippi and the city of New Orleans. The destruction in Florida, Mississippi, and the 
vicinity of New Orleans was one catastrophe. 
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jn mind some companies determine their catastrophe reinsurance 
needs by finding the sum of risks they have assumed in various 
areas.** But this does not seem to be a complete answer to the 
problem. Presumably, these companies do not negotiate a catastrophe 
limit equal to the sum of their risks. This would be an enormous 
sum. Probably they take some percentage of the total as their upper 
catastrophe reinsurance limit. After finding the total amount at 
risk in what is considered a catastrophe area, the problem of deter- 
mining what percentage of this amount to use remains. No indica- 
tion is given in any of the questionnaires of how the percentage might 
be determined, except the previous quotation to the effect that 5 per 
cent seems to be regarded as safe by some people.*® 

The most specific determinant of the upper limit of catastrophe 
coverage mentioned in answers to the questionnaire, is that some 
companies are limited in the amount they are able to procure. A 
number of responses indicated that the insurance companies in 
question would like to increase their catastrophe coverage, but find 
it impractical to do so.** From a social point of view it is regret- 
table that this situation prevails. It would be desirable to have risks 
distributed in such a way that the chance that a loss will seriously 
injure a company’s financial position is reduced to a minimum. The 
fact that additional catastrophe reinsurance cannot be obtained 
on a practical basis indicates that the reinsurers consider losses 
of magnitudes greater than those presently reinsured a definite pos- 
sibility. There seems to be, therefore, a possibility that catastro- 
phes will seriously weaken some of our fire insurance companies.* 

Since there is no agreement to speak of on the proper amount 


39. “By making an actual survey of our (Sanborn) maps we can arrive at a fairly 
accurate estimate of the amount of catastrophe reinsurance to carry.” There are 
statements by a number of companies. 


40. It is possible that some companies obtain catastrophe coverage to the extent of 
100 per cent of their risks in certain areas. These comments seem to indicate the possi- 
bility that limits of 100 per cent of risks are obtained. “When the highest potential loss 
net to the company exceeds catastrophe reinsurance facilities, additional reinsurance is 
purchased.” “One reason for $750,000 limit is that such an amount would be ample 
to cover our net retention in any particular area.” 


41. For example: “The top limit of $1,500,000 is the maximum readily procurable 
in the present market,” and “We feel our coverage is not high enough, but to buy more 
is almost impossible as the market is very tight.” 


42. It may be that the difficulty in obtaining high limits on catastrophe reinsurance 
results from a difference of opinion with regard to the probability of extremely large 
losses. The reinsurers, perhaps considering the probability fairly strong, insist upon 
substantial premiums. The originating companies, perhaps considering the probability 
quite remote, are unwilling to pay substantial premiums. It is not clear whether very 
high limits are obtainable only at very high premiums, or whether the reinsurers simply 
decline to discuss limits exceeding certain amounts. 
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of catastrophe reinsurance to carry, it is not surprising that the 
record seems to indicate that a number of companies have not been © 
carrying what would seem to be the right amount.** Of course one 
cannot be certain of this. Surely this writer is no better judge of 
what is the “right” amount than the executives responding to the 
questionnaire. Still, the fact that catastrophe losses have never ap- 
proached the upper limits of coverage with some companies would 
lead one to believe that these companies may be paying for more 
coverage than they need.** The fact that some companies have 
seen their reinsurance limits exceeded by catastrophes would lead 
one to believe that these companies did not have their limits set 
high enough.** If a mistake must be made, one way or the other, 
probably most executives would agree that it is better to err on the 
conservative side. While the results of the study indicate that errors 
probably have been made both ways, a conclusive judgment cannot 
be made either way without considering costs of catastrophe re- 
insurance, a subject beyond the scope of this paper. 

It is interesting to note that of the companies answering the 
questionnaire, those that had experienced catastrophes that exceeded 
reinsurance limits were all very large companies. Apparently small 


companies are more conservative in this respect than large ones. | 


Three companies that declined to answer the question about the | 
size of their losses in relation to catastrophe reinsurance limits were 
relatively small. ] 


The largest loss suffered by an insurance company, as the result 


of a single event known to this writer, is the loss of more than 
$11,300,000 to Firemen’s Fund Insurance Company in the San 
Francisco earthquake and fire of 1906. Quite a few companies have 
more than this amount at risk in certain localities at the present 
time. While a number of fire insurance companies have surpluses 
large enough to stand a loss of similar magnitude, none answering 
the questionnaire has catastrophe coverage in nearly that amount. 


43. Based on answers to the question: “Have losses exyerienced by your firm ever 
reached the limit of its catastrophe reinsurance coverage? Has it ever come close? We 
would appreciate details.” Three companies that answered other questions on the ques- 
tionnaire declined to answer this one. 


44. Here are some examples: “We have never even come close to the limits of our | 
coverage as the maximum amount we carry is $1,500,000. The greatest amount we re- 
covered as the result of a hurricane was $8,000.” “Catastrophe losses (in each case in 
recent years, windstorm losses) have never been so great as to pierce the lower level — 
of our catastrophe protection.” “Once in 110 years—Florida Hurricane and Eastem 
Storm of 1950—reinsurers paid $100,000 under our $1,500,000 coverage.” 

45. For example: “. . . we ran through our windstorm catastrophe excess in the 
November, 1950, windstorm.” “Yes. In the case of the windstorm covers, the No- 
vember, 1950, storm.” 
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III. THe WrnpstorM oF NOVEMBER, 1950 


In November of 1950, insurance companies that write windstorm 
coverages along the eastern seaboard of the United States suffered 
a gigantic loss. The event that caused the tremendous losses was a 
severe windstorm. Blizzards and floods affected large areas of the 
country, but over New York, New Jersey, Pennsylvania, and New 
England the losses were especially heavy. The storm blew con- 
tinuously in that area for two days, bringing enormous devastation 
to the area stretching from Maryland to Maine. One of its results 
was the greatest loss to the insurance industry caused by a single 
event since the San Francisco earthquake and fire of 1906. 

The way losses were handled after the storm was over will stand 
for a long time as a tribute to the integrity and financial strength 
of the insurance industry. When the dust had settled and the 
results could be evaluated, it was found that, although the losses 
hurt, the insurance industry was still in very good shape. One of 
the results of the windstorm was an increase in the confidence of 
the general public in the insurance industry. 

There were other effects.*® Much of the losses suffered by origi- 
nating companies were covered by catastrophe reinsurance con- 
tracts.*7 The reinsurers were forced to reconsider the terms under 
which they covered catastrophes, and some insurance companies 
were led to reconsider their catastrophe reinsurance coverage. With 
regard to catastrophe reinsurance coverage, the storm had varying 
effects on insurance companies, ranging from practically none in 
some cases to a considerable change in catastrophe reinsurance 
coverage in others. 

Many insurance companies write little or no business in the 
areas most affected by the storm. Response from some of these com- 
panies indicated that the storm, “. . . made it more certain that 
it is most desirable to have as much catastrophe coverage as pos- 
sible,” or that it confirmed the belief that they had been pursuing 
sound policies. Some companies merely noted that they were un- 
affected. 

An executive of one company that was only slightly affected in 
the 1950 windstorm made the interesting observation that the 


46. This section of the paper is based mainly on responses to the question: “Did the 
New England windstorm of 1950 cause your firm to reconsider its reinsurance cover- 
ages? If so, please explain.” The term “New England windstorm” is at least partially 
a misnomer since the storm caused’ the greatest damage in New York, New Jersey, and 
Pennsylvania, but no misunderstanding appears to have resulted. 

47. The windstorm of November, 1950, cost English reinsurers $35,000,000 in catas- 
trophe claims alone. 
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storm brought out the possibility of greater losses in areas that 
are not generally thought of as “hurricane areas” than in those 
that are, depending on the firm’s concentration of risk. Apparently 
he, and presumably a number of other executives, had thought of 
catastrophic losses mainly in connection with certain areas known 
to experieice extreme meteorological conditions with some fre- 
quency.*® 

Some companies writing a fair volume in the affected areas found 
that their coverage was adequate,*® and others found that their 
upper limits were too low." 

It appears that companies writing catastrophe reinsurance took 
at least as much—perhaps far more—initiative in reviewing catas- 
trophe reinsurance contracts as those buying it.°* They seem to have 
changed the coverages by insisting on a higher retention on the 
part of the reinsured companies and charging higher rates.*? Some 
companies mentioned difficulty in getting upper limits as high as 
desired®* and a number mentioned a general “tightness” in the 
reinsurance market since November, 1950. 

One company indicated that it increased its catastrophe rein- 
surance coverage on extended coverage perils to where it is equal 
to the coverage on fire.** In this connection it has been observed that 
the primary catastrophe risk has shifted from fire—that is the pos- 
sibility of conflagration—to windstorm, which is one of the ex- 
tended coverage perils. 

Besides the increased realization of the value of catastrophe re- 

48. “At times in the past, we have been inclined to base the amount of catastrophe 
reinsurance we feel we should carry on our exposure to windstorm in Florida and the 
Gulf Coast states... . We now feel that we may have catastrophe losses oftener in 


Florida and the Gulf Coast states, but that the greatest possibility for a maximum 
loss may be in the Midwestern states where we have our greatest concentration of lia- 
bility.” 

49. “This windstorm demonstrated to us that our catastrophe reinsurance program 
and that of other mutual companies participating in this reinsurance pooling arrange- 


ment through the American Mutual Reinsurance Company was well served by this type 
of coverage.” 


50. For example: “The range of the windstorm of 1950 was much greater than ever 
anticipated and this made it necessary to re-examine catastrophe requirements with 
respect to excess limits.” 


51. For example: “... the only reconsideration that we had to give to our reinsur- 
ance coverage was due to the demands made upon us by our reinsurers.” 


52. “We not only had to step up our first loss or net retention, but pay a higher rate 
of premium for the reinsurance on the windstorm catastrophe covers.” 


53. See footnote 41 above. 


54. “Second excess contract had been for coverage against fire only but we had it 
made to cover any damage from fire and extended coverage.” 


} 
insu 
ind 
reir 
sto! 
of t 

ins 
tha 
me 
sur 
| see 
| sm 
so! 
| the 
col 
| of 
| 
| ca 
| un 
q re 
th 
at 
at 
|: 


American Fire Insurance Companies 405 


insurance, another factor that has increased the demand for catas- 
trophe coverage is the increased use of the extended coverage 
indorsement. The increased use of the indorsement increases the 
amount at risk for various companies and in turn increases their 
reinsurance needs. There seems to be some evidence that the wind- 
storm of November, 1950 caused part of the increase in the use 
of the extended coverage indorsement.* 


IV. SUMMARY 


There seem to be no generally accepted principles by which fire 
insurance companies determine the type of catastrophe reinsurance 
that is desirable. Some companies determine the point of attach- 
ment of their catastrophe coverage on the basis of the amount of 
surplus the firm can afford to lose. Larger companies, in general, 
seem to be willing to risk a larger percentage of surplus than 
smaller companies. However, there are a number of exceptions; 
some relatively small companies carry their retention at a figure 


that is a fairly great percentage of surplus and some relatively large - 


companies carry their retention at a figure that is a small percentage 
of surplus. Some companies relate the point of attachment in their 
catastrophe reinsurance contracts to earned premiums, and in some 
cases the point of attachment is the lowest that can be obtained from 
underwriters. 

Similarly, there is wide variation in upper limits of catastrophe 
reinsurance coverage. Some observers suggest 100 per cent of net 
premiums as a proper coverage. Some companies carry limits higher 
than this figure and some carry limits lower. Some companies 
attempt to relate catastrophe reinsurance coverage to total amount 
at risk in various areas. It has not been practical in this study to 
investigate the relation of catastrophe reinsurance coverage to risks 
in particular areas. In some cases upper limits of coverage are the 
maximum available from underwriters or the maximum available 
“at reasonable cost.” 

Some of the large insurance groups carry no catastrophe rein- 
surance at all. They may be said to reinsure themselves against 
catastrophic losses. 

It seems likely that some companies carry greater catastrophe 
reinsurance coverage than necessary, and others carry less than 
would be desirable. A conclusive statement on this matter would 

55. “Since this storm, the Extended Coverage Endorsement, which includes the perils 


of windstorm, is being used more extensively, resulting in a material increase in wind- 
storm liability... .” 
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have to be based on costs of reinsurance as well as coverages carried. 
This paper is not concerned with costs. 

The peril that creates the greatest need for catastrophe rein- 
surance with most American fire insurance companies is windstorm. 
Some companies consider other perils as causing the greatest need. 

It appears that the smaller fire insurance companies are likely to 
obtain catastrophe reinsurance from only one underwriter. Larger 
companies are more likely to obtain coverage from more than 
one underwriter. They do business with more than one underwriter 
to spread the risk, to put themselves in a better bargaining position, 
and because single underwriters decline to accept the large amounts 
of coverage required. 

The windstorm of November, 1950, affected the reinsurance mar- 
ket in several ways. It made a number of companies aware of the 
fact that their catastrophe reinsurance coverage was inadequate 
and awakened them to the magnitude of the windstorm peril. It 
caused reinsurance underwriters to increase rates for catastrophe 
reinsurance, insist on larger “retentions” on the part of the com- 
panies seeking reinsurance, and exercise greater care in writing very 
high coverages. 
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THE INTERNAL DRAIN AND BANK CREDIT 
EXPANSION* 


STEPHEN L. McDoNALD 
The University of Texas 


I. INTRODUCTION 


ONE OF THE MOST MENTIONED and least analyzed monetary forces 
in recent years has been the internal drain—sometimes called the 
cash drain—which is the loss of bank reserves arising from in- 
creases of currency and coin in circulation outside the Treasury 
and Federal Reserve Banks. During the war years, both the abso- 
lute volume of currency in circulation and its proportion to demand 
deposits reached record levels for this century, attracting notice 
in the business press as well as in Federal Reserve publications, . 
and even eliciting a sentence or two in postwar money and banking 
texts. Indeed, the wartime reduction of the minimum ratio of gold 
certificates to Federal Reserve notes and deposits was necessitated, 
according to the Board of Governors, by the extraordinary drain of 
currency into circulation.’ Despite these facts, the discussion of the 
internal drain seems to have been—and to be—restricted to enu- 
meration of probable reasons why it became so large during World 
War II. The present writer has been unable to find a single analysis 
conducted for the purpose of explaining the significance of the in- 
ternal drain for bank credit expansion during and since the war, 
hence its significance for monetary policy in the period. This paper, 
then, is an attempt to attract attention to the need for such analy- 
sis. 


II. NATURE AND SIGNIFICANCE OF THE INTERNAL DRAIN 


The measure of the internal drain is the increase of currency 
and coin in circulation outside the Treasury and Federal Reserve 
Banks. It includes, therefore, enlarged holdings of currency and 
coin by commercial banks as vault and till cash. In Table 1,? which 

* The author is grateful to Professors E. E. Hale and Frederic Meyers of the Uni- 


versity of Texas, who read the manuscript and made helpful suggestions. However, 
the author assumes complete responsibility for the article. 


1. Board of Governors of the Federal Reserve System, The Federal Reserve System: 
Its Purposes and Functions (Washington, 1947), p. 67. 


2. P. 408, below. 
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COMPOSITION OF THE “MONEY SUPPLY” 


TABLE 1 


UNITED STATES, 1914-52 


(Billions of Dollars) 
(1) t (2) (3) 
Demand Currency in 
Year Deposits Circula- 

(Dec. 31) Adjusted* tiont 
9.8 3.3 
Nee 12.0 3.7 
er 14.8 5.0 
17.6 5.3 
17.1 4.4 
a 18.0 4.5 
20.9 4.8 
4.8 
21.7 4.8 
a 22.7 4.7 
23.1 4.7 
22.8 4.6 
ee 21.0 4.6 
17.4 5.4 
15.7 5.4 
15.0 5.5 
18.5 
24.0 6.6 
29.8 7.6 
34.9 8.7 
39.0 11.2 
48.9 15.4 
60.8 20.4 
SR 75.9 28.5 
Sere 83.3 29.0 
ere, 85.5 28.2 
1949.... 85.8 27.6 
1950 (June)... .. 85.0 27.2 

92.3 27.7 
98.2 29.2 
99.4 30.2 


* Demand deposits adjusted = gross demand de 


(4) 


Total 
(2) and (3) 

13.1 

13.1 


30.6 


its less interbank deposits, 


U.S. Government deposits, and items in process of collection. 
+ Outside the Treasury and Federal Reserve Banks. 


Source: Compiled from Board of Governors of the Federal Reserve System, Bank- 
ing and Monetary Statistics and Federal Reserve Bulletin. 


(S) 
Percentage 
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17.6 23.4 
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24.9 21.3 . 
21.5 20.5 cir 
22.5 20.0 . 
23.9 20.1 bu 
25.7 18.7 re! 
27.1 17.7 Il 
26.5 18.1 
27.4 17.2 in 
27.8 16.9 
27.4 16.8 | cu 
25.6 18.0 ce 
22.8 23.7 
21.1 25.6 de 
20.5 26.8 to 
24.0 23.0 
28.0 21.1 ‘ 
32.0 20.3 th 
21.6 
21.0 
20.3 
20.0 
22.3 ul 
24.0 tc 
25.1 
27.4 ni 
1 27.3 th 
1 25.8 
116.0 24.9 
113.7 24.8 
113.4 24.3 
112.2 24.2 re 
120.0 23.1 E 
127.4 
129 6 |_| b 
| t 
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shows the composition of the “money supply’’ in the United States 
since 1914, it is indicated that the Cirection and magnitude of 
changes in circulating currency have exercised variable effects upon 
the total effective money supply during different periods. From the 
end of World War I through 1929, the proportion of currency to 
effective money (henceforth called the currency ratio) rather stead- 
ily declined, reaching a record low of 16.8 per cent in the last- 
named year. The absolute quantity of currency in circulation de- 
clined by about $200 million from 1923 to 1930. From 1930 to 1933, 
however, circulating currency increased by $900 million, while the 
currency ratio rose sharply to a new high of 26.8 per cent as ad- 
justed demand deposits contracted. The quantity of currency in 
circulation continued to grow during the remainder of the thirties, 
but demand deposits advanced at a more rapid rate and the cur- 
rency ratio drifted down to 20 per cent by 1940. During World War 
II, both components of the money supply climbed rapidly, currency 
increasing at a most dramatic rate, with the result that in 1944 the 


currency ratio reached the record high for the century of 27.4 per . 


cent. After 1946, currency flowed back out cf circulation, and as 
demand deposits increased somewhat the currency ratio fell back 
to 24.2 per cent in June, 1950. With the outbreak of the Korean 
war, both components advanced again, currency lagging slightly 
through 1951. During 1952, however, the currency ratio began to 
move up once more, achieving 23.3 per cent in December, 1952. 
The currency ratio is subject to no laws or active policy meas- 
ures. It reflects simply the preferences of the money-using public as 
to how the latter wishes to hold its ready cash assets. But this is 
not to say that it is a matter of indifference for monetary policy. On 
the contrary, as we shall see, it is of considerable importance. An 
increase of currency in circulation, as defined above, may come 
from reduced holdings of Treasury cash, new issues of the Treasury, 
reduction of non-member bank deposits with Federal Reserve 
Banks, expansion of Federal Reserve credit, or reduction of mem- 
ber bank reserves. The first three are usually of very minor impor- 
tance. If they and Federal Reserve credit remain unchanged, ex- 
pansion of currency in circulation reduces, dollar for dollar, the 
reserves of member banks. Stated in another way, the expansionary 


3. For our purposes, the “effective money supply” is defined as demand deposits 
adjusted plus money in circulation outside the Treasury and Federal Reserve Banks. 
It is not strictly proper to include in “effective money” commercial bank vault and 
till cash. However, since our concern throughout the article is with drain on member 
bank reserves, this liberty with the traditional definition is taken. It does not materially 
affect our conclusions. 
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effects of additional Federal Reserve credit, new Treasury issues, 
etc., are offset, dollar for dollar, by increased currency in circula- 
tion. A reverse drain, of course, tends to increase member bank re- 
serves and offset contractional measures of monetary policy. If 
the bookkeeping dollars in member bank reserve accounts are “high- 
powered” dollars, as they are frequently said to be, then so are 
currency dollars moving into and out of circulation; for one con- 
sequence of their movement is a dollar for dollar change in member 
bank reserve accounts. This is the basic. significance of the internal 
drain. 

The implications of a larger volume of circulating currency when 
it arises from a “run” on the banking system are quite familiar. 
Excess reserves are quickly depleted and banks are forced to bor- 
row, call loans, and sell assets. What is much less familiar, ap- 
parently, is the implication of a (more usual) change in currency in 
circulation when accompanied by a change in demarid deposits in 
the same direction; that is, when total effective money is rising or 
falling and circulating currency is rising or falling, but by a some- 
what smaller absolute amount. To illustrate, in the period December 
1940—December, 1945, total effective money in the economy in- 
creased by $60.8 billion, of which $19.8 billion, approximately one- 
third, was represented by additional currency in circulation. Dur- 
ing this period of time, member banks used up or absorbed* $26.6 
billion of reserves. Through the cash drain there was lost $19.8 bil- 
lion of reserves as compared with $6.8 billion absorbed as the re- 
sult of higher net demand deposits. Member banks were able to 
expand loans and investments during the period by only $70.1 bil- 
lion on the basis of $26.6 billion of reserves absorbed, giving an 
expansion coefficient of 2.6.° The average minimum reserve require- 
ment against net demand deposits for the period was approximately 
19 per cent. 

4. “Reserves absorbed” is used here to mean free reserves lost or become obligated. 
For a given period, reserves absorbed may be calculated by adding the net effect ‘of 
changes in Federal Reserve credit, monetary gold stock, etc., to excess reserves at the 
beginning of the period, and subtracting from this excess reserves at the end of the 
period. Throughout this article, “reserves absorbed” is further refined by correcting for 


changes in time deposits and required reserve ratios. See Table 2 for a résumé of re- 
serves absorbed 1929-52. 


5. This particular ratio, of change in earning assets to reserves absorbed, would have 
been affected by the clearing drain to or from non-member banks and the fact that 
Treasury war loan accounts were exempt from legal reserve requirements after April, 
1943—these in addition to the drains indicated in Table 2. No attempt is made here 
to evaluate the former influence. The exemption of Treasury loan accounts is irrelevant 
to the materials in Table 2, since the approach is from changes in net demand deposits, 
ie., deposits exclusive of exemptions. 
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This performance was repeated on a much more modest scale in 
the period June, 1950—December, 1952. Member banks absorbed 
$5.8 billion of reserves in order to expand credit by $16.8 billion. 
The average minimum reserve requirement against net demand de- 
posits was about 17 per cent, yet the expansion coefficient was only 
2.9.° In short, when a change in effective money is accompanied by 
a change in currency in circulation in the same direction, the co- 


TABLE 2 


RESERVES “ABSORBED”* BY MEMBER BANKS 
VARIOUS PERIODS, 1929-52 


(Billions of Dollars) 
June 
1929- 1933- 1936- 1937- 1940- 1945—- 1950- 
Item Affecting Reserves 33t 36 37 40 45 June 1950 1952 
1. Excess reserves, beginning of period... . 0.1 0.9 2.0 1.2 6.6 3.5 0.4 
2. Addition to or subtraction from (—) re- 
serves during period}............. 1.3 4.9 0.5 9.2 21.5 —1.8 7.3 
3. Total availability of reserves........... 1.4 5.8 3.5 10.4 28.1 —0.3 
4. Excess reserves, end of period........ 0.9 2.0 4.2 6.6 4.3 04 -0.5 
5. Total reserves absorbe 0.5 3.8 1.3 3.8 26.6 —0.7 8.2 
6. Reserves absorbed . ) or freed due to X 
change in amount of time deposits 
and required reserve tatio......... 0.2 -0.3 -0.2 06 -—-08 -0.1 -0.5 
0.7 3.5 1.1 4.4 25.8 -—0.8 7.7 
8. Reserves abso:bed (—) or freed due to 
change in average required reserve 
ratio for demand deposits.......... -1.3 -1.3 08 0.8 16 
0.6 2.2 —0.2 5 26.6 0.8 5.8 
10. Reserves absorbed (—) or freed due to 
changes in currency in circulation... —0.9 -1.0 -0.1 —2.1 —19.8 1.3 —3.2 
-—0.3 1.2 —0.3 3.1 6.8 2.6 
12. Reserves absorbed (—) or freed due to 
expansion or contraction of net de- 
0.3 —1.2 03 —3.1 -6.8 -2.1 —2.6 
0.0 0.0 0.0 0.0 0.0 0.0 0.0 


* See definition of “reserves absorbed,” footnote 4. 


t For this and other periods, except where noted, the beginning and ending day is December 31. The June 
date is June 30. 


t Net effect of changes in Federal Reserve credit, monetary gold stock, Treasury currency and cash, Treas- 
wy deposits with Federal Reserve Banks, non- member deposits with Federal Reserve Banks, and other Federal 
eserve accounts. 


§ Includes effects of both changes in the several required reserve ratios and distribution of net demand de- 
posits among the several classes of member banks. 


Source: Compiled and calculated from Banking and Monetary Statistics and Federal Reserve Bulletin. 


efficient of bank credit expansion or contraction is reduced below 
that theoretically indicated by the minimum reserve ratio. 

This proposition can be demonstrated with a model of a hypo- 
thetical banking system represented by a single monopoly bank. 
Let us start with no excess reserves and assume that the minimum 
required reserve ratio is 20 per cent, and that the public will wish 
to hold a constant proportion of 20 per cent of effective money in 


6. Same as note 5, except that Treasury account exemptions did not obtain. 
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the form of currency. Accordingly, a beginning balance sheet 


(omitting irrelevant accounts) might appear thus, in billions of 
dollars: 


Assets Liabilities 
Reserves $10.0 Deposits $50.0 (Currency in circu- 
Excess 0.0 lation, $12.5) 
Required 10.0 
Loans and in- 
vestments 40.0 


Now assume a net gold import of $1 billion which is sold to the 
Treasury and duly monetized. According to our assumption, the 
importers will deposit $1 billion in the bank and withdraw in cur- 
rency $200 milion, thus keeping the currency ratio at 20 per cent. 
Our balance sheet now reads: 


Reserves $10.80 Deposits $50.8 (Currency in circu- 
Excess 0.64 lation, $12.7) 
Required 10.16 

Loans and in- 
vestments 40.0 


Thus the bank is in a position to expand credit. Assume that $1 
billion of new loans are made, leaving the balance sheet thus: 


Reserves $10.60 Deposits $51.6 (Currency in circu- 
Excess 0.28 lation, $12.9) 
Required 10.32 

Loans and in- 
vestments 41.0 


In expanding loans by $1 billion, our bank has absorbed $360 
million of reserves. Of the total, $200 million (20 per cent of the 
loan expansion) went into new money in circulation. The remainder, 
$160 million, went to bring up reserves against deposits to the 
minimum required level; that is, $160 million is 20 per cent of the 
loan expansion /ess increased currency in circulation. Thus we can 
write: 

A=cxX+r(1—c)X 
or, 

A=X{[c+r(1-—c)] 
where 


A is reserves absorbed, 
X is expansion of loans, 

c is the currency ratio, 

r is the minimum reserve ratio. 
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From this equation, we find the coefficient of bank credit ex- 
pansion to be: 

1 

A 


Substituting our assumed values for c and r, the coefficient becomes: 


1 1 1 
-20+.20(.80) .20+.16 


2.6 


Thus, under our assumptions the bank can expand credit by $2.60 
for every $1.00 of new reserves received. 

If we relax our assumption concerning the currency ratio, so 
that none of the $1 billion loan expansion is drawn into cur- 
rency in circulation, our coefficient becomes: 


1 1 1 
O+7r(1-—0) .20 


Of course, these coefficients refer to both expansion and contrac- © 
tion of bank credit. 

We shall return to this equation at a later point. It is first nec- 
essary to point out that the internal drain is not always in the same 
direction as changes in demand deposits and bank credit, that is, 
changes in currency in circulation are not always induced by 
changes in effective money. Thus, in the periods 1929-33 and 
1936-37, currency in circulation expanded while effective money 
contracted. From 1923 to 1929, effective money expanded while 
currency in circulation slowly contracted. The period December, 
1947-June, 1950, provides still another illustration of the sort 
of relationship which may be found. In this period, reserves ab- 
sorbed by member banks were minus $1.7 billion, a circumstance 
which would have required a contraction of member bank net 
deposit liabilities had the public chosen to hold the same amount 
of currency in circulation. But during this time, circulating cur- 
rency dropped by approximately $1.7 billion, with the result that 
member banks’ net demand deposits remained virtually unchanged. 

We can now draw some conclusions for further discussion: 

1. The internal drain is a highly active and important monetary 
factor. In general, since 1929 it has been second only to Federal 
Reserve credit as a factor influencing member bank reserves. Es- 
pecially since 1940 has this been true. 

2. When the drain is in the same direction as changes in effec- 
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tive money, the ability of banks to expand and contract pur- 
chasing power on the basis of fractional reserves is considerably 
reduced. If the public holds a fairly constant proportion of cur- 
rency to effective money, the coefficient of credit expansion may 
be far less than that usually estimated from the minimum reserve 
ratio. 

3. If the drain is in the opposite direction to changes in effec- 
tive money, then monetary authorities experience much greater 
difficulty in stemming the movement of total purchasing power. 
Thus Federal Reserve credit was expanded $1.1 billion, 1929-33, 
but this was nearly offset by a cash drain of $0.9 billion. From 
December, 1947, to June, 1950, Federal Reserve credit was con- 
tracted by $4.5 billion, but member banks were not forced to con- 
tract credit, due in large part to a reduction of money in circula- 
tion. 


III. APPLICATION TO THREE AREAS OF INTEREST 
To EcoNoOMISTS 


The foregoing conclusions have significance for three areas of 
. especial interest to economists. The first of these is the manner in 
which we teach, at the introductory level, the process of bank 
credit expansion to college students. The present writer believes 
that in general the introductory money and banking texts, and 
supporting materials, discuss the internal drain in terms lacking 
the emphasis demanded by developments in the past fifteen 
years. 

This is not to say that the principle of the internal drain is 
unfamiliar to monetary economists. On the contrary, it has been 
recognized since the early 1920’s. Moreover, the present writer 
knows of no current text which ignores it altogether. Manner of 
presentation, space given, and emphasis vary considerably, however, 
as some outstanding examples will illustrate. L. V. Chandler’s The 
Economics of Money and Banking (Harper, 1953) has a brief sec- 
tion in which the author incorporates the internal drain into the 
description of the bank credit expansion process, using an equation 
in which currency in circulation is assumed to be a function of 
demand deposits.’ R. B. Westerfield’s Money, Credit and Banking 
(Ronald, 1947) contains a similar, but more detailed and lengthy, 
treatment. The examples used imply that as a factor in bank credit 
expansion the internal drain is considerably less important than 


7. Pp. 219-22. The same approach is followed by W. H. Steiner and Eli Shapiro, 
Money and Banking (Henry Holt, 1953), pp. 126-28. 
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the requirement of a minimum balance on the part of borrowers.® 
Other texts and commonly used supporting works only discuss 
the cash drain as one of several factors affecting the total avail- 
ability of reserves and/or as a qualification to the generalization that 
the banking system is capable of expanding credit on the basis of 
free reserves by a multiple equal to the reciprocal of the average 
minimum reserve requirement. For purposes of explaining the ex- 
pansion process itself, currency in circulation is impounded in 
ceteris paribus. A. G. Hart’s Money, Debt and Economic Activity 
(Prentice-Hall, 1948) ,° E. S. Shaw’s Money, Income and Monetary 
Policy (Irwin, 1950),’° R. G. Thomas’ Our Modern Monetary and 
Banking System (Prentice-Hall, 1950),11 and G. W. Woodworth’s 
The Monetary and Banking System (McGraw-Hill, 1950),’* to 
name only a few, illustrate this general procedure. In the classic 
little volume, The Federal Reserve System, Its Purposes and Func- 
tions (Board of Governors, 1947), the internal drain is discussed 
in chapters vi and viii, but it is not mentioned in immediate con- 
nection with the explanation of bank credit expansion. William © 
Randolph Burgess’ well-known tabular demonstration of the credit 
expansion process in a multiple-unit system indicates six necessary 
assumptions, the last of which is that there is no loss of reserves 
through cash drain.'* There is nothing in the context to suggest that 
this assumption is out of place as the last mentioned. In the recently 
published book of readings, Money and Economic Activity (Hough- 
ton Mifflin, 1952, Lawrence S. Ritter, editor), the selection explain- 
ing the process of bank credit expansion contains a footnote men- 
tioning the cash drain but dismissing it as “a relatively unimportant 
factor which may be neglected in this analysis.””** 

Our previous discussion, it is submitted, is sufficient to indicate 
that this sort of treatment of the internal drain is inadequate. There 

8. Pp. 189-91. Westerfield closely follows J. W. Angell and K. F. Ficek, “Expansion 
of Bank Credit,” Journal of Political Economy (1933), pp. 1-32, 152-93. 

9. P. 74, 

10. P. 137, note 12; p. 156, note 16; pp. 207-10. 

11. Pp. 349-50. 

12. Pp. 273-75, 311-12, 458-64. 


13. The Reserve Banks and the Money Market (Harper, 1946), p. 7. The other as- 
sumptions are that a deposit balance is not required of borrower, all new deposits are 
demand deposits, the reserve requirement is uniformly 10 per cent, all loans and uses 
of funds are identical in character, and new reserves will not be used to repay indebted- 
ness to Reserve Banks. 


14. P. 26. The selection is from Lorie Tarshis, The Elements of Economics (Houghton 
Mifflin, 1947). 
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is certainly no justification for assuming constant a monetary {actor 
which in magnitude and variability is scarcely less important than 
Federal Reserve credit. Clearly, we need to incorporate currency 
in circulation into our explanation of the bank credit expansion 
and contraction process, and into our discussion of monetary policy. 
At first thought, there seem to be three ways of approaching 
this end. First, one can assume that currency in circulation is 
largely independent of demand deposits and total effective money, 
or that it has no constant relationship to these variables. One can 
then state an equation for the expansion coefficient which will “ex- 
plain” every change in bank credit ex post, but which provides 
no basis for prediction. Thus, the total expansion of credit (X) 
equals: 
dD+dc 

where 

d represents change in, 

D is absolute amount of demand deposits, 

C is absolute amount of currency in circulation. 


Reserves absorbed (A) equal: 
r(dD)+dc. 
Therefore, the expansion coefficient is: 
dD+dcC 
r(dD) 
If one wishes to assume that currency in circulation is a func- 
tion of demand deposits,” then one can write: 
A=r(dD)+z(dD), or dD(r+z2) 
where z is increase of currency in circulation as percentage of in- 
crease in demand deposits. 
Since the expansion of purchasing power is dD + 2(dD), or 
dD(1 + 2), then the expansion coefficient is: 
dD(i+tz) _1+2 
adD(r+z) r+2° 
If one prefers to view circulating currency as a function of 


total effective money, then the equation of the expansion coefficient 
is: 


1 
c+r(1—c)’ 


15. The procedure followed in the treatments by Chandler, Westerfield, and Steiner 
and Shapiro. See above, p. 414. 
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as derived above.**® In the opinion of the present writer, this last 
coefficient is superior to the one immediately preceding in explain- 
ing an expansion or contraction of effective money. It is not subject 
to the limiting case of dD = 0 as in the preceding coefficient. 
Moreover, if one thinks of c as being determined by the “prefer- 
ences” of the public, it seems more logical to express this preference 
as a ratio of currency to the total of cash assets over which the 
public may use immediate discretion as to the form in which they 
will be held. 

In any case, one or more of these equations should be of ped- 
agogical value in that each emphasizes the role of the internal drain 
in bank credit expansion, each incorporates currency in circulation 
into the explanation, and each involves less limiting assumptions 
than the usual treatment of the bank credit expansion process. 

The second area we should like to discuss is that which treats 
with the underlying causes of the internal drain. If the internal 
drain is such an important monetary factor, then its underlying 
causes deserve a thoroughgoing investigation and theoretical de- - 
velopment. Such a treatment should seek to establish sufficient 
relationships to enable us to generalize more accurately about the 
process of bank credit expansion (or contraction) and therefore 
to provide a firmer basis for monetary policy. 

Superficially, one may state that the money-using public will 
choose to hold as currency such a fraction of effective money as 
will equate the respective marginal costs of using currency and 
demand deposits. In a broad study of secular and cyclical behavior 
of the volume of currency and deposits, sponsored by the National 
Bureau of Economic Research, tentative results from data cover- 
ing the past two to three decades indicate a high correlation between 
the average rate of return on deposits and the fraction of effective 
money held as deposits.’? But this sort of explanation does not go 
far enough. Even granting the pecuniary rationality of the money- 
using public, the truly explanatory factors are those which shape 
the relative pecuniary values. Thus, the secular decline in the ratio 
of currency to deposits from 1914 to 1930'* may have its causes 
in increased urbanization, improved transportation and communica- 
tion, the growth of real incomes, the broadening of economic 
sophistication, the influence of the Federal Reserve System, and 

16. Pp. 412-13. 


17. National Bureau of Economic Research, Thirty-second Annual Report (1952), 
pp. 57-58. The project is under the direction of Milton Friedman. 
18. Refer to Table 1, above, p. 408. 
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the great confidence in the financial soundness of the country 
generated during the 1920’s. The reversal of this movement from 
1930 to 1933 was, of course, due to widespread loss of confidence 
in the banking system. Undoubtedly, the high reserve require- 
ments, low interest rates, and lingering doubts of the latter 1930’s 
served to keep the currency ratio high. World War II brought 
population and industrial dislocations, redistribution of income 
downward, large military payrolls, blackmarketing, and tax evasion, 
all tending to increase the proportion of currency in use to effective 
money. The rise of the supermarket and cash-carry retailing in the 
past decade may have increased the currency ratio. It is interesting 
to note that although the proportion drifted downward again, 1946- 
51, it never reached the prewar level, and in the past year (1952) 
has turned upward again. These observations suggest that changes 
in the currency ratio have their basic causes in changes in the 
structure of the economy, “structure” being broadly defined as “sys- 
tem of economic relationships.” One might go even further and 
hypothesize that the magnitude of shifts in the currency ratio is 
associated with the rate of change in the structure of the economy. 

Further than this we cannot go here. Suffice it to say that a 
better understanding of the basic causes of currency preference, 
and of changes in it, would be a valuable asset to monetary author- 
ities and possibly would throw light on the whole question of liquid- 
ity preference. 

Finally, let us observe that the importance of the internal 
drain is such that it ought to be taken into account in forming 
monetary policy. If monetary authorities can anticipate within 
reason changes in currency in circulation which would be associated 
with given policy measures, the effectiveness of such policy meas- 
ures could be enhanced. It is interesting to note the apparent 
reasoning of the Federal Reserve officials in connection with the 
recent reduction of minimum reserve ratios. The authorities an- 
nounced that the action would free about $1.2 billion of reserves, 
permitting an expansion of bank credit in the neighborhood of 
$5.8 billion.’® The lattter figure was clearly arrived at by multiplying 
the freed reserves by the inverse of the average minimum reserve 
ratio. Apparently, it was confidently contemplated that the expan- 
sion of bank credit would offset the Treasury’s immediate needs 
for new money (between $5.5 and $6.0 billion in July) and avoid 

19. New York Times, Sunday, June 28, 1953. The old minimum ratios were respec- 


tively 24 per cent, 20 per cent, and 14 per cent for the three classes of member banks. 
The new ones are 22 per cent, 19 per cent, and 13 per cent. 
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a further tightening of the money market. But this confidence does 
not seem to be at all justified. As previously noted, the currency 
ratio has turned upward in the past year, and the normal seasonal 
outflow of currency during the last half of this year should insure 
that currency in circulation at least keep pace with expansions of 
effective money. On these assumptions, the expansion of bank credit 
on the basis of new excess reserves of $1.2 billion should be nearer 
to $3.5 billion than $5.8 billion. The present writer makes no great 
claim for the superiority of this estimate over that of the Federal 


TABLE 3 


THEORETICALLY EXPECTED AND ACTUAL CHANGES IN NET DEMAND DE- 
POSITS, MEMBER BANKS, VARIOUS PERIODS, 1929-52 


(Billions of Dollars) 


1929- 1933- 1936- 1937- 1940- 1945- 1950- 
Item 33* 36 37 40 45  June,’50 52 
. Reserves absorbed after correction for 


changes in time deposits and average re- 


0.6 3.3 —0.2 5.2 26.6 0.8 
2. Reciprocal of average minimum required 


Expected expansion or contraction of (—) 

net demand deposits assuming currency ‘ 
in circulation constant (line 1 times line 2) 6.0 20.5 —-1.2 22.9 137.3 4.2 33.6 
. Expected expansion or contraction (—) of 

net demand deposits assuming currency 

ratio constant at 20 per cent. 


5.1 —0.5 10.2 61.7 1.9 13.5 


Actual change in net demand deposits... — 5.0 9.7 —2.2 11.6 36.0 9.9 15.4 


* For this and other periods, except where noted, the beginning and ending day is December 31. The June 
date is June 30. 

t From Table 2, line 9, p. 411 above. 

t Where A is reserves absorbed (line 1, above); 7 is the average minimum required reserve ratio; X is expan- 
sion of bank credit; and c is the currency ratio, assumed here to be 20 per cent throughout. See derivation of 
formula above, p. 412. 


Source: Compiled and calculated from Banking and Monetary Statistics and Federal Reserve Bulletin. 


Reserve officials. However, the evidence in Table 3,2° which com- 
pares theoretically expected expansions or contractions of net de- 
mand deposits of member banks with actual results, supports the 
argument that currency in circulation cannot lightly be impounded 
in ceteris paribus. It demonstrates the obvious need for monetary 
authorities to take currency into account in planning policy moves. 

At first thought, it is rather surprising that the Federal Reserve 
authorities apparently ignore variations of currency in circulation 
as probable incidental consequences of measures designed to in- 
fluence the volume of effective money. It is most certainly not due 
to neglect of the internal drain itself, for considerable attention has 
been given it in books by officials and in publications of the System. 


20. P. 419, 


| 
m | if 
ce 
)’s 
ne 
mn, | 
he | 
es ny 
a 
| 
1- 
al 
Ig 
n 
d 
| 
an 
Is 
| 
) 


420 The Journal of Finance 


The general principle of the currency drain and its limiting effect 
on bank credit expansion are clearly stated in E. A. Goldenweiser’s 
Federal Reserve System in Operation (McGraw-Hill, 1925),2" W. 
W. Riefler’s Money Rates and Money Markets in the United States 
(Harper, 1930),?* and W. R. Burgess’ The Reserve Banks and the 
Money Market, revised edition (Harper, 1946).** They are briefly 
discussed in The Federal Reserve System, Its Purposes and Func- 
tions (Board of Governors, 1947),?* Bank Reserves: Some Major 
Factors Affecting Them (Federal Reserve Bank of New York, 
1951),”° and “Currency,” Monthly Business Review (Federal Re- 
serve Bank of Dallas, August, 1953).?® And, of course, changes in 
currency in circulation are statistically reported and commented 
upon in the several periodical publications of the System and the 
twelve Reserve Banks. Nor is the reason a failure to take note of 
the greater importance of circulating currency in recent years; for, 
as previously noted, the Board of Governors has taken official cog- 
nizance of this change. But there remains the quite legitimate reason 
that we now lack sufficient knowledge of the causes of currency 
preference, and changes in it, to permit accurate anticipations 
save on a seasonal basis. It is to be hoped that more effort will be 
directed toward remedying this defect in our knowledge. 

There is a second aspect of monetary policy which is affected 
by the internal drain. No one now supposes that the function of 
required reserves for commercial banks is to provide safety for 
the depositor. They cannot possibly perform such a function. The 
real fuction of required reserves is to enable the Federal Reserve 
System to limit the expansion of bank credit. By the same token, 
the reserves required against Federal Reserve notes and deposits 
are not designed to guarantee the convertibility of those notes and 
deposits, but to enable Congress to limit Federal Reserve credit 
expansion. But given the facts that our currency in circulation is 
predominantly Federal Reserve notes and that the required re- 
serves against Federal Reserve notes are the same as those against 
Federal Reserve deposits, then it follows that the internal drain 
limits the ultimate effects of given excess reserves on the part of the 
Federal Reserve banks. An increase of $1 billion in currency in 
circulation absorbs $250 million of gold certificate reserves. But, 
assuming an average minimum reserve ratio of 20 per cent for 


21. Pp. 84-86. 24. Pp. 65-67, 74-76. 
22. Pp. 129-30, 136-40. 25. Pp. 21-24. 
23. Pp. 78-87, 323-24. 26. Pp. 101-6. 
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member banks, an expansion of $1 billion in demand deposits ab- 
sorbs only $50 million of gold certificate reserves. To put it in 
another way, to achieve a given influence on effective money on the 
basis of a given quantity of reserves, the Federal Reserve banks 
must be permitted to keep smaller reserves against notes than 
against deposits.?’ 

Presumably, the purpose of Federal Reserve policy is to in- 
fluence the volume of effective money. Presumably, then, reserves of 
Federal Reserve banks should be devised in such a manner as to 
enable the System to do that job regardless of the form in which 
the public chooses to hold its effective money. 

27. This is a very old observation, dating at least from Lauchlin Currie, The Supply 
and Control of Money in the United States (Harvard University Press, 1934), pp. 111- 
12. However, the material presented in this paper justifies its repetition here. Assuming 
the average required reserve ratio to be 20 per cent, the required gold certificate reserve 


against Federal Reserve notes should be one-fifth of that against Federal Reserve de- 
posits. 
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COMPENSATION AND PROFITS IN BRITISH 
NATIONALIZED INDUSTRIES 


WALTER S. BUCKINGHAM, JR.* 
Georgia Institute of Technology 


INTRODUCTION 


ALTHOUGH IN MANY RESPECTs British financial and legal institutions 
are similar to ours, there is no constitutional barrier to confiscation 
in that country. Parliament is supreme and British law confers only 
that compensation which is fixed by the statute authorizing ex- 
propriation of property for public use. However, there is a long 
British tradition for respecting private rights through compensa- 
tion where the public interest requires the use of property. Con- 
sequently when the Labor Government of 1945-51 nationalized 
eight basic jndustries, all hints of confiscation were rejected and 
compensation was paid.’ Compensation posed many immediate 
problems for the government, however, and has created continuing 
problems for the nationalized industries, since the compensation 
awards have been transposed into capital structures of the newly 
created public corporations. This paper proposes to examine the 
principles of compensation which were employed in order to discover 
the resulting effects on the finances of the acquired industries. 


BACKGROUND FOR COMPENSATION 


The view of the Labor Government was that taxation, not na- 
tionalization, should be the means for reconstructing society. While 
nationalization was the appropriate means for controlling and co- 
ordinating basic industries, any redistribution of wealth and income 
would come through taxation and social services. This is due to the 
non-Marxian socialist philosophy of the Fabians whose policy of 
gradual nationalization required the payment of compensation. 

* Part of the research on which this article is based was carried out in England in 


1952. The author is grateful to the University Center in Georgia for a generous grant 
without which this study would have been impossible. 


1. For the appropriate compensation clauses see Bank of England Act, 1946, 9 & 10 
Geo. VI, ch. 27; Coal Industries Nationalization Act, 1946, 9 & 10 Geo. VI, ch. 59; Civil 
Aviation Act, 1946, 9 & 10 Geo. VI, ch. 70; Cable and Wireless Act, 1946, 9 & 10 Geo. 
VI, ch. 82; Transport Act, 1947, 10 & 11 Geo. VI, ch. 49; Electricity Act, 1947, 10 & 11 
Geo. VI, ch. 54; Gas Act, 1948, 11 & 12 Geo. VI, ch. 67; Iron and Steel Act, 1949, 12 & 
13 Geo. VI, ch. 72. 
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Otherwise the owners of the selected industries would be discrim- 
inated against compared to the owners of industries left temporarily 
or permanently in private hands. Justice, then, required that com- 
pensation be paid even though general taxation might recover most 
of it shortly. From an economic standpoint there was also the pos- 
sibility of capital flight or liquidation in industries scheduled for 
nationalization should full compensation not be expected.? 

Compensation precedents were easily found since large enter- 
prises had been acquired by the state before. The Port of London 
Authority (1908), the London Passenger Transport System (1933), 
the British Sugar Corporation (1937), unworked coal resources 
(1938), and the British Overseas Airways Corporation (1939) were 
among the leading prewar examples of large-scale state acquisitions 
involving compensation. However, most of the early cases, except 
coal resources, resulted in generous, if not exorbitant, compensa- 
tion since an attempt was nearly always made to maintain the 
same revenue to owners after acquisition as before without taking 
into account the greater security of the government-backed com- 
pensation bonds or the pessimistic financial outlook for the enter- 
prise which had often led to state ownership in the first place. 

A typical example was the “municipalization” of the London 
Transport System in 1933. The London Transport Bonds issued to 
former owners of the various expropriated companies did not 
carry excessive interest for the times (5-6 per cent), but the 
principal amounts awarded were such that the new income would 
equal the average received from 1928-30 with no account being 
taken of the great depression in general prices and profits which 
began in 1929. During the first three years of public ownership 
(1933-36) the former owners enjoyed a 30 per cent capital gain 
on their bonds while the London Passenger Transport Board was 
struggling under an excessive capital structure which led to higher 
rates, denial of wage claims, and almost perpetual insolvency. To 
make matters worse, some of the bondholders had the right to 
apply for a receivership and force rates up if a default occurred, 
and the overcapitalization was perpetuated by providing for re- 
demption, in some cases, over a one-hundred-year period. 

From the standpoint of anticipated earnings, compensation was 


2. There were political reasons for compensating as well. Many large labor unions 
had invested their funds in corporate securities. Also the Labor Government relied 
heavily on the support of the industries themselves in nationalizing coal and steel. 
Furthermore the Labor Government was trying to retain political support from the 
middle income classes who comprise a significant portion of stockholders (in number 
if not in total size of holdings). 
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generous for the British Sugar Corporation and for the two airway 
corporations, Imperial and British Airways, which were merged 
into the publicly owned British Overseas Airways Corporation in 
1939. Both the Sugar Corporation and the airways corporations had 
been constantly subsidized while under private ownership but had 
paid dividends nevertheless. Neither of the airways had ever made 
a profit and the war brought such strict controls that a reasonable 
estimate of “normal” profits, upon which to evaluate the firms, was 
impossible. In both the sugar and airways cases, compensation was 
agreed on by negotiation with provision for dissenting minorities to 
appeal arbitration. However, the terms were sufficiently generous 
that arbitration was unnecessary. In both cases compensation far 
exceeded the original capital investments. Sugar company owners 
received 4 per cent bonds participating up to 7 per cent and a pro- 
portionate share of the working capital in cash. The airways owners 
received a total compensation in cash which exceeded current stock 
quotations considerably.* 

As though a lesson from these experiences had been learned, 
the Conservative Government used a new arrangement when pur- 
chasing the nation’s coal resources in 1938. At first the government 
offered 75 million pounds (current annual royalties of 4,430,000 
pounds capitalized at about 4.9 per cent). When the owners refused 
to reduce their claims below 112 million pounds (the royalities cap- 
italized at 4 per cent) the issue was submitted to an arbitration 
board with instructions, agreed by both sides, to determine the 
global sum (i.e., capitalized future revenue) equivalent to the total 
value of the property as a unit. The board was instructed to assume 
a free market and a willing seller. No account was to be taken of 
any improved value as a result of state acquisition but the board 
was instructed to consider future prospects which might change 
the current earnings. The board decided on 6% per cent as a capital- 
ization rate which resulted in an award of 66,450,000 pounds— 
about 60 per cent of the owners’ claim and one-sixth less than the 
government’s offer! Final distribution to the owners required 
seven years to complete. 

Thus two principles of compensation developed before World 
War II. The individual maintainable revenue principle, which was 
used in all cases except coal resources, centered about compensating 
the individual owner although different methods were used to 


3. Interesting descriptions of these transactions appear in Robson (ed.) Public Enter- 
prise (London: Allen and Unwin, 1937) and Lincoln Gordon, The Public Corporation 
in Great Britain (New York: Oxford University Press, 1938). 
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arrive at the compensation figure. In every instance it tended to 
result in excessive total compensation and consequent overcapital- 
ization of the public corporations which usually had to bear the 
burden of amortizing the debt created by compensation. The second 
principle, called global sum compensation, had a collective aspect. 
It started with assigning a market value to the industry as a whole 
and then distributing this total amount to the owners on some 
basis. In the one instance where this principle was used a surprising- 
ly low compensation resulted. These two principles were used by 
the postwar Labor Government in compensating for the nationalized 
industries. 


PostwaR COMPENSATION EXPERIENCE 


In nationalizing the Bank of England in 1946, the individual 
compensation principle was again used. The capital stock of the 
bank was purchased by the Treasury which issued 4 pounds par 
value of 3 per cent government bonds (redeemable after 1966 at 
par) for every 1 pound par value of bank stock owned. The stock- 
holders had received annual dividends of 12 per cent for 22 years 
so the new bonds assured a continuation of the same income for 
20 more years. This arrangement apparently was satisfactory to 
the stockholders since the bank shares rose in price on the Stock 
Exchange while the bill was pending in Parliament. All elements 
of private control were absent already (the Treasury had long con- 
trolled the bank informally) so nationalization affected the income 
rights of stockholders only. 

Some objection was raised because there was no attempt to 
evaluate the bank’s reserves. Since the Chancellor of the Exchequer, 
Hugh Dalton, refused to reveal the reserves to the opposition, it 
can be assumed that they constituted a hidden asset not fully 
reflected in the dividend distribution or previous stock exchange 
values. In a practical sense, however, the reserves did not belong 
to the stockholders anyhow. The Bank had always been prohibited 
by law from going out of business so the stockholders could never 
have hoped to share in the reserves through liquidation. Furthermore 
any increase in dividends would have been impossible in practice 
and disclosure of the reserves could not have raised the Bank’s 
credit above that of the government.* Evaluation of the Bank as an 
enterprise would hardly have been appropriate here because its 
assets did not involve physical property and going concern value 
as much as they involved capital rights in the control of the nation’s 


4. 415 House of Commons Debates 48 (1945). 
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financial affairs. The Governor of the Bank, who remained in office 
after nationalization, opposed disclosure of the Bank’s reserves and 
said, “I think that . . . the way in which this Bill sugests that the 
stock be purchased is absolutely fair and reasonable.’”’ In any 
event the peculiar position of the Bank motivated the Chancellor 
to insist that the compensation clauses were not to be considered 
as setting a precedent for future industrial nationalization.® 

In nationalizing the coal mining industry in 1946 the Labor 
Government reverted to the industrial market value principle which 
had been used for acquiring the unworked coal resources in 1938. 
The industry was sprawling and complex, ownership and control 
patterns were complicated and stocks were not usually quoted on 
the Exchange. The Minister of Fuel and Power secured an agree- 
ment with the Mining Association (representing 97 per cent of 
the owners) that compensation would be the amount that a “willing 
buyer would pay a willing seller for the entire industry’’ and that 
evaluation would be by a board composed of two Supreme Court 
judges appointed by the Lord Chancellor and an accountant to be 
agreed on by the parties. The board was instructed to ascertain the 
market price of the industry as a going concern on the basis of 
estimated future earrings and “the number of years purchase 
to be applied thereto” (the reciprocal of the capitalization rate). 

In order that compensation would be for the collective value 
of the industry and not for any sum of values of separate enter- 
prises the global sum of 164,660,000 pounds (which took three 
years to calculate) was distributed by the Central Valuation Board 
to twenty-one District Valuation Boards which, using the same 
distribution principles, would determine the proper share to go 
to each firm in the district. While final distribution was being 
determined, interim payments to the coal companies were made 
by the National Coal Board. These payments were 50 per cent of 
former revenues and were limited to the first two years after na- 
tionalization.* There were two reasons for payment of only 50 per 
cent of average revenues. First, the acquired concerns would no 


5. Minutes of Proceedings of Select Committee on Bank of England Bill. 


6. This method was not used again although in the nationalization of the remaining 
private civil aviation companies late in 1946 the government purchased the facilities 
through negotiation with the owners. Application of the principle of maintaining indi- 
vidual revenue would have resulted if the purchase price was based on capitalized future 
earnings (which it no doubt was) even though payment was actually made in cash. 
Although this method was not used again, Stock Exchange quotations were subse- 
quently used to try to arrive at the same result. This is discussed below. 


7. Coal Act, Sec. 10. 8. Coal Act, Sec. 19, 22. 
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longer be exposed to competitive risk and second, 50 per cent of 
profits was approximately what a prudently managed company dis- 
tributed to its stockholders.* Limiting payments to two years was 
apparently to discourage delay in determining the amount of com- 
pensation. 

Compensation bonds were given to the respective mining com- 
panies, not to individuals, and were non-transferable unless the 
companies liquidated or could demonstrate, to the Treasury, their 
needs for liquid assets. Two reasons for this arrangement were (1) 
to prevent the adverse effects of heavy liquidation on the securities 
market and (2) to permit mining companies to continue or expand 
the non-mining activities in which many were engaged (such as 
manufacturing bricks, farming equipment, and fuel products). 
Although restricting negotiability prevented capital losses from 
heavy liquidation it also prevented reinvesting in a more profit- 
able fashion. The objections raised against “writing a check and 
then stopping payment on it” may be why subsequent nationaliza- 
tion acts did not include this restriction. 

Global evaluation caused some owners whose firms were in 
superior competitive positions to suffer. These firms were worth 
more separately than as part of the whole and the inclusion of un- 
profitable firms in the over-all calculation reduced the global sum. 
Thus efficient, or otherwise fortunate, firms received their correct 
relative share of the global sum but received a smaller absolute 
amount because of the reduced total compensation. However, on 
balance it appears that most owners received fair treatment. The 
Evaluation Board was instructed to ignore the compulsory nature 
of the acquisition and any compensation fixed by a district board 
could be appealed to the courts. Any firms which experienced in- 
creased overhead costs through being deprived of mining facilities 
which had been operated in conjunction with other activities were 
compensated although the compensation was limited to the expected 
overhead increase for five years. Capital expenditures made after 
August 1, 1945 were refunded. 

Apparently the compensation was reasonable. Coal shares had not 
previously been undervalued because their market prices, in part, 
were based on government-sponsored cartel pricing policies and the 
anticipation of subsidies. Yet those shares which were quoted on the 
Exchange rose during the debates and then climbed even further 
when the global sum of compensation was announced. 


9. 418 House of Commons Debates 815 (1946). 
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In nationalizing gas and electric utilities, railroads, and the steel 
industry, the Labor Government employed the principle of individual 
maintainable revenue, but used the Stock Exchange to evaluate indi- 
vidual holdings. No attempt was made to determine the physical 
asset or going concern values of any of the firms or industries in- 
volved. Average Stock Exchange closings over two alternative chosen 
periods (before the Labor Government’s election to office and during 
nationalization debates) were used as the compulsory purchase price 
of the shares.’° 

Although there was no question of the fairness of the individual 
maintainable revenue principle of compensation, there were many 
objections to using Stock Exchange quotations as a guide to valua- 
tion. The Labor Government’s huge majority in 1947 quickly over- 
ruled all suggestions that capital outlay or replacement value be con- 
sidered since, in the case of Transport, for example, these figures 
were nearly double the total market values of the stock and the na- 
tion could never have afforded to pay such amounts in compensa- 
tion.” 

More practical objections were raised, however. It was argued that 
stock quotations represent the price of only a small portion of the 
stock actually being traded, and they fluctuate in response to factors 
having no relation to asset values. Certainly stock quotations do not 
reflect the value of control. The British Iron and Steel Federation 
showed, for example, that the (arithmetic) average price paid ior 
eighteen firms in mergers between 1945 and 1948 had been 36 per 
cent above current stock quotations. 

It is true that the market price represents the value of stock to 
willing sellers but these willing sellers are only a small minority of 
the total shareholders. The majority must have formed expectations 
that cause them to be unwilling to sell at the current price. If these 
expectations are legitimate, justice requires that they not be confis- 
cated. Therefore they should be paid at a higher price. There is no 
known way of calculating and compensating every shareholder’s 

10. Exceptions were made. For example, if a gas company’s sales were lower in 
1943-45 than in 1938, because of war damage, and this was reflected in stock prices, 
the compensation was increased through agreement and arbitration. Non-quoted securi- 
ties were evaluated in the same way. Composite companies (supplying several services 
at once, such as gas, water, and electricity ) were compensated by determining the 
1944-46 earnings from the separate services and apportioning them to the total market 
value of the securities. Then, if one service was being nationalized and not another, 
the price paid would be proportionate to the earnings of the service. In addition a sever- 


ance allowance of 5 shillings per 1000 units of electricity sold in 1946 and 3 pounds, 
10 shillings, per 1000 therms of gas sold in 1947 was paid. 


11. 431 House of Commons Debates 1891 (1946). 
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ee] reservation price, however, so justice yielded to expediency and 
ual market prices prevailed as the basis of compensation. 
di- More serious than the loss of “consumers’ surplus,” which is a 
cal nebulous item at best, was the loss of livelihood which was suf- 
in- fered by the owner-operators of trucking firms under the Transport 
en Act. Truck companies were the only nationalized concerns in which 
ing ownership had not become divorced from management to any 
ice | great extent. Here the owners received cost less 20 per cent annual 
\ depreciation for their assets plus a “going concern value” of two 
Jal | to five times average annual net profits because the industry had 
ny | profitable future prospects.’* But no capital sum can compensate 
la- a person who is forced out of his chosen occupation. The time, 
eT- trouble, and worry invested in building up a thriving business can 
m- never be repaid. “Free enterprise” industries like this one are 
res particularly unsuited for nationalization. Fortunately the gross 
1a- injustice here (which the Conservative Government is now trying 
3a- to remedy by denationalization) was not a major characteristic of 
most other nationalization measures since for the most part these . 
iat industries (coal, utilities, communications) had long since ceased 
he to be either free or enterprising. Absentee ownership, subsidies, 
rs and cartel controls were more typical of most nationalized in- 
ot dustries. 
on Another substantial objection to Stock Exchange prices was that 
or | there would be discrimination against firms which had plowed their 
er | profits into capital expansion rather than declaring dividends, since 
stock prices reflect dividend policy rather than gross or net profits. 
to The stockholders of these firms would lose doubly because (1) they 
of had already foregone dividends in order to permit capital expansion 
ns | and (2) now they would receive less compensation because of the 
Se | lower Stock Exchange prices of their shares. No provision was ever 
is- | made for this type of loss except in the Coal Act and in purchasing 
no municipal electricity authorities. Here recent capital outlays were 
s reimbursed. In all other cases there has resulted an unfortunate 
at discrimination against the owners of prudently managed firms which 
| had used profits for expansion rather than large dividends. Also 
ri- 5 any firms which might have increased their output or capacity at 
he the expense of profits would have suffered in the same way. The 
“ Economist agreed with some Conservative Membeis of Parliament 
r- that such a policy might well cause capital flight from other in- 


ds, dustries fearing nationalization—these other industries perhaps 
12. Transport Act, Sec. 49. 
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being the very ones which should be attracting capital for modern- 
ization and expansion.’* Corporate dividends were limited by law 
at the time or excessive dividend disbursements might also have 
been feared. So far there is no conclusive evidence of capital flight, 
probably because compensation was for the most part adequate 
if not generous and further nationalization in the near future has 
not seemed likely. 

The 214-3 per cent bonds issued in compensation caused losses 
of income to some railroad shareholders ranging as high as 45 per 
cent with average losses of 37 per cent (based on 1935-37 div- 
idends). In gas, electricity, and steel the average income losses to 
shareholders were much less. Dr. Hugh Dalton, speaking for the 
governu..ent, justified these losses because “the credit of the govern- 
ment is being placed behind the whole of this thing,’’** and because 
the danger of total loss of capital (an all too frequent occurrence 
for railroad shareholders) would be entirely removed.’® Neverthe- 
less Conservatives rightly argued that although lower earnings are 
normal on safer investments, in these cases investors had no choice 
but to accept security and low income.**® 

The Laborites defended the Stock Exchange as a free market 
and, while agreeing to exceptions in cases of proved hardship, re- 
fused to make over-all upward adjustments in compensation. Par- 
ticularly they refused to compensate for loss of control. Removal of 
“special privileges and control elements” based on “monopolization, 
greed, and inherited position” were among the main reasons given 
for nationalizing, so a narrow view of the value of managerial dis- 
cretion was usually taken. 

In the case of railroads the government argued that the rather 
depressed security prices were a just basis for compensation because 
the railroads were badly depreciated, underdeveloped, and subject 
to increasing cornnetition from trucks.’’ Furthermore it was argued 
that Stock Exchauge quotations reflected favorable wartime earnings 
from the government which had been leasing ‘he assets and that 
these favora’sle arrangements could not be continued. Besides, many 
stock issues were being purchased at a good price 2lihough they had 
not paid a penny dividend in many years. 

Regardless of the merits of these arguments, pro and con, ex- 


13. 432 House of Commons Debates 1433-34 (1947). 

14. 431 House of Commons Debates 1627, 1810 (1946). 
15. Ibid. 1703. 

16. Ibid. 1798, 1810-12, 1821-22. 17. Ibid. 1809. 
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pediency ruled the day. Global sum evaluation would have been 
expensive, time consuming, and might have resulted in even lower 
compensation. Therefore the government confined itself to making 
exceptions in proved hardship cases without modifying the basic 
principles and methods of compensation decided on originally. 

Many incidental losses were given special consideration. For 
example, additional payments were made to electric companies 
which had previously operated other services and would stand to 
lose more than their electric business because of nationalization. In 
other cases, loss of intangible values was not recognized. For ex- 
ample, railroad cars owned by non-railroad companies were pur- 
chased at cost less depreciation without any payment for going 
concern values. The theory behind this was that what a private 
company lost in going concern value was not gained by the govern- 
ment since, in this case, individual railroad cars, not entire firms, 
were bought. The cars might have added some going concern value 
to the government-owned railroads by becoming a part of them 
but they were severed from private, non-railroad enterprises. This 
destruction and creation of going concern values might represent 
either a net social gain or loss, but no attempt was made to cal- 
culate or compensate it. Privately owned railroad cars represented 
such an extremely small proportion of the transport assets national- 
ized that there was little objection to the depreciation value method 
although the government was more uncompromising here than on 
most other compensation issues. 

Of course in compensating thousands of individuals, corporations, 
trust funds, etc., many holding widely varying types of ownership 
claims, hardship cases were inevitable. Although the government 
often went to considerable lengths, and at some risk of unduly 
complicating compensation procedure, to ameliorate recognized 
inequities there were, no doubt, many injustices. However, the lead- 
ing conservative newspapers, such as the Financial Times, and in- 
dependent papers. such as the Economist, concluded that, over-all, 
compensation was reasonable.** 


Prorits 


Compensation would not pose any continuing problems for na- 
tionalized industries were it not for the fact that in most cases the 
industries themselves have assumed the liability for interest and 
princinsi payments on the compensation bonds. Thus the financial 


13. Economist (August 19, 1944), p. 242. 
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solvency of the public corporations which own and operate the 
nationalized industries is directly related to the principles, methods, 
and amounts of compensation. In all cases the Treasury has guaran- 
tied the bonds but, except for the Bank and telecommunications, 
the bonds were issued and became primary obligations of the 
public corporations. The public corporations have no equity se- 
curities, the entire capitalization being in bonds with no foreclosure 
or other equity rights. Thus although the increasing wealth of equity 
shareholders which normally occurs in periods of full employment 
has been curtailed and private control has been completely 
eliminated, the nationalized industries are still responsible to their 
former owners for income payments. a 

When the revenues of a private corporation exceed all of its costs 
(including operating expenses, depreciation, and interest on bor- 
rowed capital) it is said to have made a profit. After payment of 
income taxes this profit may be used for dividends to stockholders 
or may remain in the company “for expansion” (although actually 
the expansion occurred while the profits were being earned). In a 
nationalized industry operated by a public corporation, however, 
three other items must be paid for before a profit can be shown. 
They are (1) planned expansion of facilities, (2) interest to former 
stockholders who are now bondholders and whose investments con- 
stitute the entire capital structure, and (3) retirement of that por- 
tion of the compensation bonds which is required by statute. Con- 
sequently the accounting profits shown by the nationalized indus- 
tries’ annual reports are not comparable to private corporate profits 
until expansion and a reasonable return to equity securities has 
been considered. 

Table 1 shows the reported profits of the principal nationalized 
industries after corporate income taxes (which they pay like private 
firms), pianned expansion, interest on all capital, and principal 
payments on capita] (where applicabie). The coal industry is shown 
in greater detail to illustrate the importance of interest payments on 
the compensation bonds. It can be seen that the interest on com- 
pensation bonds has been directly responsible for the losses in 1951 
and 1952. Likewise, in 1948 the British Transport Commission had 
an operating profit of 31.4 million pounds until 33.1 million in 
interest to compensation bonds, 2.5 million in bond redemption, and 
.5 million to displaced staff were paid. Then a loss of 4.7 million 
pounds was registered. So far the British Transport Commission’s 
losses have been borne out of its reserves, but these are nearly 
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exhausted so future losses will probably have to be met by tax- 
payers through subsidies. Fortunately the Commission has shown 
profits in 1951 and 1952 for the first time (see Table 1). 

Since nationalization, most of the industries have reduced their 
indebtedness and all have expanded their facilities. The National 
Coal Board, for example, spent 117 million pounds between 1948 
and 1951 on new capital investment, all coming from its own re- 
sources. Since then it has borrowed 49 million for further expansion.’® 


TABLE 1 


PROFITS OF NATIONALIZED INDUSTRIES* 
(In millions of pounds) 


1947 1948 1949 1950 1951 1952 1953 
ist Quarter 
Coal 
Operating profit — 6.2 +17.5 +31.1 +26.5 +240 + 8.7 +6.2 
Other income 
less taxes.... — 2.0 —0.2 —84 —3.7 -11.3 — 2.4 -1.5 
Interest and in- 
terim income 


—15.1 -—15.6 —13.2 -14.5 -—14.5 —14.5 —4.1 

Net profit...... —23.3 +1.7 +95 +83 —1.8 — 8.2 +0.6 
Net profit 

Civilaviationt.. ...... —11.1 —9.7 —9.2 — 5.5 — 1.1 NotAvailable 
Inland transport ...... 4.7 —20.8 -14.1 +01 * 


* Compiled from Labor and Industry in Britain, December, 1949, December, 1951, June, 1953, and Economist 
May 16, 1953; June 30, 1953; July 25, 1953. 


t Civil aviation is the only nationalized industry not expected to balance its budget for the first few years 
of nationalization. It is heavily subsidized. 


: Steel profits are not comparable to other nationalized industries because they are the te net profits 
and of the subsidiaries of the Iron and Steel Corporation. Overhead costs of the public holding company 
have not been included nor has amortization of investment although income taxes have. 


A total of 181 million has been spent on investment since 1947. 
The British Electricity Authority spent 68 million pounds on new 
capital equipment alone in 1950, 85 million in 1951, and 89 million 
in 1952.”° The British Transport Commission has spent 1714 million 
pounds on redemption of compensation bonds since its inception in 
194771 

The frequent anomaly of reported net losses and concurrent 
operating profits which per* it expansion, return on all investment, 
and amortization of capital suggests that there is a divergence be- 
tween efficiency of management on the one hand and the financial 
condition of the corporation which owns the properties on the other. 


19. Ibid. (May 2, 1953), p. 326. 
20. Labor and Industry in Britain (July, 1952, and June, 1953). 
21. Economist (June 20, 1953), p. 835. 
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Unfortunately no adequate methods of measuring efficiency or per- 
formance of nationalized industries have been devised as yet ex- 
cept the conventional private standard of financial solvency. Since 
the nationalized industries are required by their charters, among 
other things, to balance their profits and losses over the years (ex- 
cept Civil Aviation for which subsidies are planned for several 
years) the statistical yardstick of profits will undoubtedly remain 
as the principal criterion of success. The nationalized industries 
are all business enterprises (as distinguished from social develop- 
ment corporations like American TVA) so financial surplus is rel- 
evant as the primary test of performance as long as the added 
factors of expansion, return on investment, and amortization of 
capital (discussed above) are given due consideration. Other ques- 
tions concerning the relevancy of profits as a measure of success 
could be raised. Ter example, (1) Are social costs being covered? 
(2) Is the profit due to a cost-revenue situation which has induced 
the management to restrict output and raise 7 “ices? (3) Are workers 
or materials’ suppliers being exploited by the monopsony of the 
nationalized industry??? These questions are important but they are 
pertinent to commercial enterprises in general rather than to na- 
tionalized industries only. 

Nationalization may offer an opportunity for establishing a ra- 
tional pricing system based on marginal or average costs and ad- 
ministered by a public-spirited management which honestly tries to 
maximize the public interest. There is some evidence of this. A 
typical remark is one made recently by a high Coal Board official 
who said, “I am far more interested in costs than profits.”** Cer- 
tainly the fifteen-year plan for the coal industry looks toward an 
objective solution.** The nationalized industries are permitted to 
use profits for raising wages, reducing prices or improving service 
(or some combination of these). Except for the currently subsidized 
airways, they are not expected ever to make payments to the 
Treasury from any profits which might arise. However, the op- 
portunity which this broad discretion provides for the industrial 
managements is a two-edged sword which might equally be used 
for maintaining excessive establishments (empire-building) or con- 
ceding too easily to wage demands. Nor are nationalized industries 

22. P. Sargant Florence and Gilbert Walker, chap. xi: “Efficiency Under Nationali- 


zation and its Measurement” in Robson (ed.), Problems of Nationalized Industry 
(London: Allen and Unwin, 1952). 


23. Economist (May 16, 1953), p. 457. 
24. Plan for Coal (London: National Coal Board, 1950). 
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exempt from seeing in every cost increase the necessity for raising 
prices. For example, the coal industry, faced with a deficit in 1948, 
raised its prices. The nationalized railroads, which buy huge quan- 
tities of coal, suffered an unexpected loss because of increased coal 
costs. The railroads consequently asked for a rate increase to offset 
these increased costs. Had the Transport Tribunal granted this in- 
crease it would have merely passed the deficit back to the coal in- 
dustry since freight is a major item in the delivered price of coal.” 
The inflationary potentialities in this kind of financial volleyball 
game are tremendous. Nationalization does not automatically solve 
this kind of problem although in a democratic society like Great 
Britain it may focus new attention on many old problems now that 
they have to be solved in the glaring searchlight of public knowl- 
edge. 


25. The railroads are the only nationalized industry whose prices are regulated by a 
rate commission. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


THE PLANT ACCOUNTING REGULATIONS OF THE 
FEDERAL POWER COMMISSION—A CRITICAL 
ANALYSIS* 


SIDNEY DAvIDSON 
The Johns Hopkins University 


SINCE THE ADOPTION of the Federal Power Act in 1935, the Federal 
Power Commission has been one of the nation’s most active and 
most effective regulatory agencies. One of the Commission’s earliest 
actions was to prescribe a Uniform System of Accounts for the 
utilities under its jurisdiction. Since that time the Commission has 
devoted considerable attention to accounting questions and has 
relied extensively on accounting data in its regulation of utility 
operation and financing. 

The objective of the study is to describe and analyze the account- 
ing system and regulations prescribed by the Commission and to 
suggest modifications in them where appropriate. In the analysis it 
is recognized that accounting is a utilitarian art and that regulations 
take on significance only as they are useful in guiding the broader 
forces of economic activity. In considering the questions of the 
recording of cost of property, plant adjustments, plant acquisition 
adjustments, transactions with associated companies and deprecia- 
tion accounting, the views of the Commission are set forth by refer- 
ence to its Opinions in many cases. These views are then analyzed to 
determine whether they are in conformity with “generally accepted 
accounting principles” and, more important, to see whether they are 
appropriate for public utilities in view of their special legal, finan- 
cial, and economic position. The appropriateness of the Com- 
mission’s accounting actions is judged by reference to three criteria: 
(1) do they provide data for reasonable and effective regulation, 
(2) do they facilitate sound managerial decisions on questions of 
operations and financing, and (3) do they furnish adequate informa- 
tion for present and prospective owners, credit grantors, employees, 
and other interested groups? 


* A dissertation completed at the University of Michigan in 1950. 
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In the appraisal of specific actions, it is concluded that the Com- 
mission’s prescription of the use of “original cost” for utility plant 
accounting has contributed to the financial stability of the utility 
industry. Wtih regard to the disposition of the excess of the price 
paid for utility property over the original cost of that property, 
the Commission’s inflexible insistence on charging all of this excess 
against the stockholder’s interest is inequitable with regard to some 
purchases made before the effective date of its accounting system 
and it may prevent certain desirable utility property purchases. In 
the area of utility depreciation practices, the Commission has made 
a notable contribution by requiring that the accrual method of de- 
preciation be used and that functional as well as physical causes 
of depreciation be recognized. This more logical depreciation treat- 
ment improves the financial reporting of the utilities, but the form 
of the financial statements which the Commission requires to be 
used is far from satisfactory. 

Many specific shortcomings of the Commission’s accounting 
policies are described, but they are not allowed to obscure the fact 
that the Commission has succeeded in making accounting a far 
more useful tool in the operation and regulation of utilities. The 
survival of corporate ownership in this area is due, in a small meas- 
ure at least, to the improved standards of accounting required by the 
Commission. 
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AN APPRAISAL OF CORPORATE WORKING FUND 
REQUIREMENTS* 


EuGENE C. YEHLE 
University of Michigan 


THE GENERAL OBJECTIVE of this study is to appraise the factors 
which operate through time to bring about changes in the fund 
requirements of a selected list of companies.’ Included among the 
factors which are considered are: sales volume, price levels, business 
conditions, inventory valuation methods, and changes in scale of 
operations. 

A more specific objective is to examine the utility of sales volume 
as an index of working fund requirements. In other words, we seek 
to answer the question: Do the current assets of a company histor- 
ically fluctuate with sales volume in a manner which is sufficiently 
stable to permit a generalization of its demand for funds? 

The scatter diagram or correlation chart is used in the analysis 
with sales on the horizontal axis and current assets on the vertical 
axis. For the several current assets—cash, accounts receivable, 
and inventories—a model is developed which represents the theoret- 
ical relationship that each asset is expected to bear to sales. Actual 
data obtained from corporate reports to stockholders covering 
years from 1930 to 1948 are then compared to these models. In 
most cases the data are first adjusted for price changes. 

The behavior patterns of corporate financial data generally con- 
formed to the theoretical models. Particularly noteworthy were the 
indications of minimum or base stocks in the inventory-sales re- 
lationships, which suggest that the well-known fluctations in stock- 
sales ratios may be a natural volume effect rather than a purely 
cyclical phenomenon. 

On the average, the current assets, individually and in total, 
varied directly and linearly with sales. The year-to-year movements 
of these variables often departed from the average pattern, how- 
ever, because of changing economic conditions, dynamic business 


* A dissertation completed at the University of Michigan in 1950. 


1. The companies are: Allied Stores Corporation, Consumers Power Company, Detroit 
Edison Company, J. C. Penney Company, Republic Steel Company, and Youngstown 
Sheet and Tube Company. 
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expansion, and miscellaneous temporal disturbances. These de- 
partures were generally magnified rather than subdued by the price 
adjustments. 

In most instances the short-term fluctuations were large enough 
to prohibit the generalization of working-fund requirements as a 
function of sales. Where they were small, the current assets varied 
almost proportionately with sales, that is, there was little if any 
fixed element among the current assets, and therefore an almost 
one-to-one correspondence seemed to exist between the percentage 
changes of assets and sales. 

It appears that corporate self-analysis of current asset behavior 
is not likely to be as successful as the self-analysis of cost behavior. 
Where asset-sales relationships are sufficiently stable to permit a 
generalization of typical working fund requirements, an analysis 
simply of ratio trends will, in many cases, give as satisfactory re- 
sults as a scatter-diagram analysis. 
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THE HISTORY, ORGANIZATION, AND POLICIES 
OF THE 
BANK OF AMERICA NATIONAL TRUST AND SAVINGS 
ASSOCIATION* 


Epwarp P. SHAW 
San Jose State College 


THE PRIMARY OBJECTIVE of the study can be summarized as follows: 
First to ascertain the reason for the tremendous growth of the 
bank relative to other California financial institutions, second to 
evaluate policies and methodology, and third to analyze the impact 
of this institution on the economy of California, with special em- 
phasis on the problems of monopoly influence and the attendant 
social results. 

Normal research procedures were followed with one exception. 
A tape recording device was used to obtain factual information. 
For example, a series of personal interviews with top officials were 
recorded verbatim and later transcribed into research note form for 
ready references. They provided a boundless source of information 
for the investigator. In addition, in so far as was legally possible, the 
necessary bank records were made available. A spirit of co-operative- 
ness was manifested throughout the project and requests for either 
material or time were rarely denied. 

The conclusions and findings rest upon the following: The bank 
has several cardinal policies upon which a large measure of its 
growth has been predicated. From the beginning, Mr. A. P. Giannini, 
the bank’s headstrong financial genius, devoted a major share of his 
attention to programs designed to encourage the small borrower and 
small depositor. This philosophy continues to dominate the policy 
structure of the bank. The extraordinary amount of confidence in 
the ability and integrity of the little fellow is manifested in the fact 
that the bank now retains over 4,000,000 accounts, one for every 
second person in the state. There has been much confidence ex- 
pressed in the field of loan policy in the continued growth and ex- 
pansion of the state of California. The desire for profit has been 
mixed with the urge to expand and serve bankless communities. 
Metropolitan type service has been extended to hundreds of small 


* A dissertation completed at the University of Southern California in 1950. 
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communities. At the same time, large amounts of low-interest 
credit have been brought to rural areas, along with the first serious 
competition to many unit banks in remote localities. 

In addition, it has pioneered the field of selling bank credit as 
a merchandisable product, taking the lead in advertising, in news- 
papers and on the radio (now on TV also). It has carried the 
division of labor far into its organizational structure and has con- 
sistently moved toward the frontiers of banking methods. For ex- 
ample, its Ten Plan, consumer credit service (Time Plan) and 
School Savings Plan were the first of their kind anywhere. 

Its size and state-wide structure naturally involve the question 
of monopolistic influence. Careful investigation leads to the con- 
clusion that it is not a monopoly, in the commonly accepted eco- 
nomic sense. It does not control the source of supply as a monopolist 
is supposed to do, but acts as though it were in fierce competition, 
for the available business, with the more than two hundred other 
California banks, government financial agencies, and small loan 
and insurance companies. It does exert some influence, not always. 
undesirable, on loan rates and general banking practice. 

On balance, however, as presently constituted and managed, it 
is a socially desirable financial institution and appears as a skilful 
competitor rather than a successful monopolist. 
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NON-FEDERAL GOVERNMENTS AND THEIR GROWTH 
1909-48* 


Caro P. BRAINERD 


GovERNMENT MEASURED by civilian employment and payrolls is 
a major industry, of which non-federal governments make up the 
greater part. This study analyzes non-federal employment and pay- 


rolls both by levels (state and local) and functions (school and. 


non-school), using for the first time a cross-classification developed 
from the BLS-WPA estimates of the State, County, and Municipal 
Survey (here critically discussed). 

Correlation analysis as of 1938 shows that local non-school em- 
ployment per 10,000 of population and payrolls per capita are 
highest in states where urbanization and per capita income are 
highest, because cities use public agencies to provide services which 
individuals elsewhere procure for themselves or do without, and 
because close association exists between income and urbanization. 
A similar relation holds for school payrolls per capita, but local 
school employment per 10,000 tends to be high in states where 
both urbanization and rural population density are low. This negative 
relationship arises primarily because (with compulsory education) 
rural governments must provide a much higher rate of employment 
for schools than for other services; payrolls are not similarly affect- 
ed because there are urban-rural differentials in wage rates and 
in types of schooling offered. State governments furnish relatively 
more facilities for higher education when rural populations are 
sparse than when they are dense, but state non-school employment 
per 10,000 and payrolls per capita are higher where incomes per 
capita are higher. 

Governments as a whole increased their share of total civilian 
employment and payrolls sharply over forty years, according to 
detailed estimates derived from materials of King, Kuznets, the 
Office of Education, the Office of Business Economics, the SCM 
Survey, and the Bureau of the Census. Where one out of twenty-one 
civilians worked for some government in 1910, one out of eleven was 
so employed in 1948. Until war stimulated federal activity about 
1941, non-federal governments and especially cities were chiefly 


* A dissertation completed at the University of Pennsylvania in 1950. 
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reponsible for the growth, although increases at the state level 
were spectacular in percentage terms. 

The development of government activity between 1909 and 1948 
is traceable to population change, urbanization, industrialization, 
war, depression, and the national faith in education. Education is 
the leading function of non-federal governments, and its share of 
their employment and payrolls has tended to increase, with striking 
growth of public schools at all levels. Other functions contributing 
to per capita growth are highways, institutional care, welfare ac- 
tivities including public assistance, and social insurance. Functional 
continuity has been stronger than functional innovation in spite of 
impressive increases by a few new services and a tendency to shift 
certain functions (as highways) from local to state hands. 
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A REFORMULATION OF THE THEORETICAL BASES 
FOR A PERMANENT FEDERAL EXCESS PROFITS TAX* 


NEtson H. C. Lo 


University of Southern California 


THE PROPER APPROACH to a reformulation of the theoretical bases for 
separate taxation of business profits must take cognizance of two 
different sets of economic relations and relationships: those be- 
tween the state and the taxable enterprises and those among the 
latter. No one principle can adequately explain both, let alone re- 
solve the problems arising thereunder. The state partnership theory 
and the impersonality theory best interpret the first set of relations 
as well as supply the strongest fiscal arguments for a special profits 
tax on business, as distinguished from the owners. These fiscal 
theories, however, are themselves based upon the recognition of the 
factor of organization or firm in the theory of distribution. This 
recognition has been made indispenable by the emergence of the 
large corporation, bringing about the divorce of ownership from 
control in a substantially wide area of the economy. The further 
dilution of such emasculated ownership to the point of virtual dis- 
appearance of economic owners, in turn, gives rise to the modern 
institution of the corporate giants. Theoretically, the “firm,” in its 
broadest content, encompasses the conceptual aggregate of business 
property and personnel and public services, and acquires a vicarious 
existence apart from the organization of these tangible economic 
units in furthering economic production. Firm entrepreneurship en- 
titles the firm functionally to share in the final product as the resi- 
dual claimant. Since the residual profits represent what it left of 
the total profits after the allowance for the imputed normal profits 
of the “owners,” they are coextensively excess profits from the long- 
run point of view. From this practical equating of excess profits with 
residual profits is derived the residual claimant theory of excess 
profits. 

The guiding principles of equitable apportionment of the tax 
burden lies in the minimization of the adverse effect of the tax on 
the productive incentive and of the disturbance in the relative pre- 
tax economic position among the taxable enterprises, our second 
set of relationships. The varying degrees of the adverse effects of the 


* A dissertation completed at the University of Southern California in 1951. 
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tax on the productive incentive may serve as the criteria of the vary- 
ing abilities of business enterprises to bear the tax. The acceptance 
of this principle of impersonal ability of business to pay tax, also 
a derivative of the “firm” concept, will lead to a permanent tax 
measure aimed primarily at the unnecessary supernormal profits, 
windfalls, and excess profits attributable to imperfect or monopolis- 
_ tic competition in general and to artificial restraint of trade in par- 
| ticular. The well-nigh complete non-shiftability of a permanent ex- 
d cess profits tax makes it a separate business tax both in name and 
v0 in fact. 


ts A CORRECTION 


he The September issue of Te Journal contained an abstract of the doctoral 
dissertation of James B. Ludtke, entitled “A Positive Program for Federal Debt 
Management.” It was incorrectly stated that the dissertation was completed at 
he Princeton University. The institution should have been the State University 
m of Iowa. 
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SOME ECONOMIC INFERENCES DRAWN FROM 
THE RECORD OF THE EUROPEAN 
RECOVERY PROGRAM* 


GRAYDON KEITH ANDERSON 
San Diego State College 


THE BROAD PURPOSE OF THE DISSERTATION was to review the eco- 
nomic literature emerging from the debate over European postwar 
economic recovery, and to test against the record certain of the 
conflicting economic theories with reference to validity and ap- 
plicability—es these theories were applied to problems of European 
recovery. The particular problem investigated in its various ramifica- 
tions sprang from the controversy over the question of appropriate 
domestic economic policies concerning matters of internal financial 
stability, under the postwar conditions prevailing in the countries 
of Western Europe. 

The debate in this connection turned on the question of ap- 
propriate aggregate investment policy: investment limited to 
amounts that would be voluntarily saved—in order to promote in- 
ternal financial stability free from suppressed inflationary forces— 
versus extensive investment in excess of voluntary saving, with 
the excess inflationary purchasing power contained or suppressed 
through a system of “interim” direct controls such as price con- 
trols, rationing, and resource allocation arrangements. The first of 
the foregoing policy recommendations assigned priority importance 
to internal financial stability in the expectation that postwar capital 
reconstruction and increased production and trade would follow 
in the natural course of events, while the second proposal placed 
greatest emphasis upon a relatively rapid buildup of capital facil- 
ities and production and trade in the expectation that financial 
stability and the removal of controls would be accomplished gradual- 
ly over the period of heightened productive and trading activity. 
The economists who recommended the policy of restricting invest- 
ment expenditures to gain internal financial stability contended that 
the opposite policy of a (suppressed) inflationary large investment 
program, and the system of direct controls made necessary by such, 
would induce cumulative maladjustments that would prevent re- 
covery and continue the need for controls. 


* A dissertation completed at the University of Wisconsin in 1952. 
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The recovery experiences, up to the time of the Korean out- 
break, of the countries studied in thé thesis investigation suggest 
that such contentions and predictions and the reasoning behind 
them were largely either inaccurate or inappropriate. The United 
Kingdom, the Scandinavian countries, and the Netherlands, by 
providing for relatively heavy investment outlays and by isolating 
excess purchasing power through the use of direct controls, not only 
brought about an early recovery in production and exports with a 
stable, full utilization of resources, but accomplished this while at 
the same time substantially reducing suppressed inflationary forces 
and the particular direct controls associated with such financial 
operations. It should be noted that these accomplishments date to 
the Korean outbreak at which time new stresses and strains un- 
related to the postwar recovery effort were introduced. 

A rough indication of the extent of the recovery advances of the 
United Kingdom and the northern European countries, and the 
relative efficacy of their policy arrangements, can be gained by 


_ comparing the attainments of this group with the postwar records 
of France, Italy, and Belgium—these latter countries having em- 


braced the opposite policy of restricting investment expenditures. 
With reference to price stability, production advances and stability, 
and rates of growth in industrial productivity, substantially more 
favorable results were gained generally by the United Kingdom, 
the Netherlands, and the Scandinavian countries than by the group 
composed of France, Italy, and Belgium. Production and employ- 
ment data indicated that, although countries of the latter group had 
attained price stability as of mid-1949 without an accumulation of 
suppressed inflation, they had done so only at the sacrifice of the 
maximum possible economic recovery and stability. 

It is significant, however, that France experienced a substantial 
increase in exports in spite of her relatively mediocre domestic 
production accomplishments—this evidencing the foreign trade 
advantages springing from internal financial stability. Much of the 
French capacity to supply exports, though, was attributable to an 
excessively weak home demand. On the other hand the United King- 
dom, being confronted with the most severe and disruptive balance- 
of-payments adjustments, attained the highest postwar ratio of 
dollar exports to dollar imports of all of the countries of western 
Europe. 

The reasoning of those subscribing to the idea of restricting in- 
vestment to voluntary saving sprang in large part from a faith in 
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classical-orthodox analysis and the dependence on free markets 
and exchanges to bring about the proper adjustments. It seems to 
this present writer that such analysis and policy recommendations 
did not sufficiently take into account the postwar structural and 
institutional deterrents to the adjustments envisioned in the classical 
analysis—such developments as structural changes in the patterns of 
world trade and the prevalence of restrictive practices in interna- 
tional trade. 

The traditional explanation of how adjustment comes about 
through money flow and its effect on comparative price levels or 
through income changes misses the point that such adjustments as 
would actually occur in the face of the postwar market maladjust- 
ments and trade rigidities would not be likely to constitute basic 
correctives contributing to economic recovery, but rather would be 
made primarily at the expense of real incomes. The key to a postwar 
recovery appears to lie not in the short-run possibility of adjust- 
ments in money flows, wages, prices, and real incomes, through an 
abrupt return to “free” markets, but rather principally in the direc- 
tion of increased production and productivity. The evidence indicates 
the appropriateness of a period of postwar interim economic con- 
trols to augment a capital reconstruction program and allow time 
for creating the conditions under which free markets might func- 
tion reasonably well. 

It is notable that most of the policy arrangements instituted by 
the United Kingdom, the Scandinavian countries, and the Nether- 
lands, and the favorable developments experienced by these coun- 
tries, were contrary to the recommendations and predictions of the 
classical-orthodox theorists who had warned against (suppressed) 
inflationary postwar investment programs and the use of interim 
direct controls. In brief, the investigation of the record of European 
recovery up to the time of the Korean outbreak suggests that, how- 
ever desirable it might have been to eliminate inflationary pressures 
as a general proposition, the assignment of priority importance to 
such a goal at the sacrifice of directly stimulating production was 
inappropriate as a postwar recovery policy. 
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THE PROBLEM OF EXCHANGE EQUILIBRIUM 
AND WORLD TRADE EXPANSION* 


Francisco R. SAENZ 
New York City 


BETWEEN 1819 anv 1914, the central position occupied by Great 
Britain in the field of production, trade, and finance provided the 
conditions in which the gold standard could work reasonably well. 
Its position as a leading creditor nation was counterbalanced by a 
large excess of imports over exports of merchandise, and by consid- 
erable foreign investments, which effectively supplied other coun- 
tries with an elastic medium of exchange in the form of gold and 
pound sterling that varied directly with the volume of world trade. 

During World War I, the United States became the leading 


creditor, and the central position in world trade and finance formerly . 


occupied by Great Britain was transferred to this country. The inter- 
national position of the United States was different from that of 
Great Britain. Its balance of trade was constantly favorable, and 
gold movements were mainly inward. The problem of exchange sta- 
bility became acute after World War I, because the United States did 
not organize a functioning international monetary system corr’. 
sponding to its central position in world trade and credit. 

The point of view emphasized in this work is that no substantia 
contribution will be made toward the solution of the problem of ex- 
change stability, until some way has been found to eliminate the lack 
of balance between the economy of the United States and that of the 
rest of the world, other than by gifts and grants-in-aid. This is a 
problem of unraveling and correcting the influences in international 
trade and finance, which have compelled world-wide suspension of 
gold convertibility, and made necessary government regulations and 
restrictions on trade and exchange. The present dollar shortage can- 
not be corrected exclusively through measures acting on the foreign 
balance, such as import restrictions, or exchange controls. The long- 
range objective should be to attack directly the problems of trade 
and finance—to reduce or remove entirely the need for such con- 
trols, by measures which promote the recovery and expansion of 
international trade, and which help to maintain it at a high volume. 


* A dissertation completed at Columbia University in 1951. 
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It is first necessary to organize a workable system of multilateral 
trade and payments, before exchange rates can be established on a 
more permanent basis. 

The solution to the problem of exchange stability proposed in this 
work is designed to set in motion policies which will promote the 
recovery of international trade. Because the Monetary Fund has at 
present complete jurisdiction over exchange rates and related poli- 
cies, the solution proposed consists in an amendment to its Articles 
of Agreement. The essence of this amendment is to enable nations 
which are members of the Fund to buy additional imports from one 
another, under a long-term multilateral clearing agreement, by using 
reciprocal credits based on the total imports of each member from 
all other members, in a base year, expressed in a new international 
medium of exchange, which may be used to settle international bal- 
ances. This new international medium of exchange may be used to 
buy increases in imports from any other member of the Fund, with 
the possible exception of countries having export trade balances. 
These countries have an option of remaining outside the agreement 
for not more than about six years, depending upon the size of their 
export balances of trade in relation to their imports in the base year. 
After about six years or less, countries can spend their remaining 
balances in any member country, including those with export 
balances of trade, which may have chosen to remain inactive during 
the first years, and after about fifteen years, the outstanding balances 
between international purchases and sales are to be repaid over an 
approximate ten-year period. 

The mechanism suggested differs from customary clearing arrange- 
ments in that it applies only to increases in trade over a base year, 
it deals with large sums of money, with many participants, and with 
a long period of time. It has the great advantage of operating under 
the administration of the Fund, subject to the provisions and safe- 
guards contained in its Articles of Agreement. 
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BOOK REVIEWS 


Business Finance 


Conference on Research in Business Finance. By UNIvERSITIES-NATIONAL 
BurREAU COMMITTEE FOR ECONOMIC RESEARCH. New York: National Bureau 
of Economic Research, 1952. Pp. xviii+-340. $5.00. 


In June, 1950, the Universities-National Bureau Committee for Economic Re- 
search held a three-day Conference on Research in Business Finance. The papers 
and discussions presented at that meeting form the contents of this volume, the 
third in the Special Conference Series published by the National Bureau. 

The general aim of the conference was to reveal the frontiers of research 
in business finance. Important analyses in this field in recent years have re- 
sulted in much progress, but scholars are still hampered by a distinct lack of 
data. The latter is, in large part, a result of inadequate business records as well 
as basic interpretations of such information. 

The papers constituting this volume fall into four general groups. The first 
deals with the sources and uses of corporate funds. Loughlin F. McHugh 
describes a Department of Commerce project for developing a reliable historical 
series on fund sources and uses which is based largely on balance sheet informa- 
tion available in the Statistics of Income, Part II, published by the Bureau 
of Internal Revenue. The question of the relationship between business size 
and financing practices is considered by Charles H. Schmidt. The paucity of 
firms, has limited effective research in the field. Mr. Schwidt makes a number 
of suggestions for overcoming a part of this deficiency. Lawrence Bridge con- 
cludes the series of papers on the sources and uses of corporate funds with 
a survey of the problems which have developed in connection with the financ- 
ing of investment by new firms. 

The second group of papers is on the general subject of capital requirements. 
Edgar M. Hoover and Burton H. Klein collaborate in assessing the various 
methods for ascertaining future capital requirements, noting the complexity 
of the interrelationships between the various elements of the structure of the 
economy and the projection of business investment. This paper is followed 
by a case study of a procedure for estimating the capital needs of manufac- 
turing corporations for five years, which is presented by Albert R. Koch. In 
his analysis Mr. Koch ably demonstrates the possibilities and limitations in 
the use of current data and methods within a particular business area. 

A third section of the volume is concerned with the subject of demand 
for capital with respect to the motivational factors behind user and investor 
decisions. Neil H. Jacoby and J. Fred Weston discuss the factors influencing 
managerial choices of the forms of financing used by American business enter- 
prise. Although admittedly incomplete and tentative, the classification of in- 
fluential factors in such managerial decisions listed by the writers represents 
one of the most comprehensive heretofore published. It is unfortunate that 
limitations of space did not permit a more extensive discussion of the list, 
not only from the viewpoint of omissions, but as a matter of further expansion 
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of the points mentioned. In a separate paper, Homer Jones examines investor 
motivation with regard to the forms in which funds will be held and the con- 
sequent effect on corporate financial structure. Among the problems considered 
are those implicit in the rise in the use of debt instruments for capital 
financing. 

A fourth and final group of papers is in the area of the relationship between 
business investment decisions and the costs of securing capital funds. In dealing 
with the latter subject, David Durand gives a more definitive approach to the 
basic theoretical issues which are involved. Messrs. Franco Modigliani and 
Morton Zeman, on the other hand, demonstrate in their paper that some ad- 
vances have been made in attmpting to answer the question of how business 
investment decisions are affected by the costs of securing capital. Their 
theoretical analysis, however, necessitates the acceptance of certain limiting 
assumptions which restrict the general applicability of their conclusions. 

A final summary and appraisal by Irwin Friend is well worth reading as an 
introduction to the other papers in the volume. In fact, in my opinion, the 
organization of the publication would have been improved if Mr. Friend’s com- 
ments had followed the Foreword by Simon Kuznets. There is little question 
that the book achieves its purpose in revealing the progress made by recent 
research in business finance. Even though the reader may be left with the 
feeling that more remains undone than accomplished in this field, he cannot 
help but be aware of the direction in which future research in business is 
likely to proceed. 


Louts B. Perry 
Pomona College 


Money and Banking 


A Study of Moneyflows in the United States. By Morris A. CopELAND. New 
York: National Bureau of Economic Research, Inc., 1952. Pp. xxxii+-338 
-+-Appendixes 241. $7.50. 


Future historians of economic thought will probably point to progress in 
social record-keeping as the greatest contribution of American economists during 
this era. Americans have by no means monopolized this field, but they have 
pursued it more energetically and comprehensively than economists of any 
other country. The product is an impressive and steadily increasing flow of 
reliable quantitative data on the development and current functioning of the 
American economy. 

Professor Copeland’s study lays the foundation for another addition to this 
great body of current data. He has demonstrated the feasibility of a set of 
social accounts depicting the flow of money through the economy; he has 
constructed an ingenious accounting system for the purpose, and he has ac- 
tually filled in detailed annual data for the years 1936-42. Building upon his 
work, the Board of Governors of the Federal Reserve System has already 
sponsored further studies designed to bring the data as nearly up-to-date as 
sources will permit and to provide current quarterly estimates of moneyflows. 

The study is based upon the concept of the circular flow of money. The data 
are limited to the “main money circuit” which is defined to include “all 
moneyfiows that play a substantive part in overall economic adjustments,” and 
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excludes eddies and whirlpools that have little or no significance for the 
“aggregative approach to general equilibrium theory, or to a_ general 
theory of employment, interest, and money.” Thus, the estimates of total 
moneyflows are substantially less in amount than total “debits” but substan- 
tially greater than GNP. The author has related his conceptual framework to 
accepted national income accounting, and has taken pains to reconcile his 
figures with the Department of Commerce estimates of GNP. 

The accounting framework is a “sources and uses of funds statement” for 
each class of “transactor.” A transactor is’ defined as an entity that receives 
and makes money payments. Each money transfer is regarded as a simultaneous 
payment by one transactor and receipt by another. These money transfers are 
classified by eleven types of transactors and by fourteen types of transactions. 

The purpose of the classifications is to enable us to trace the sources of 
changes of moneyflows and to reveal the impact of changes in the moneyflows 
of one transactor group upon the activities of others. The result is a com- 
plex, but informative, set of accounts depicting the flows of money between 
various classes of transactors by type of transaction. 

In addition to constructing an accounting system for moneyflows and pro- 
viding data for 1936-42, Professor Copeland has made important contributions 
to the basic theory of money and to the theory of economic fluctuations. These 
are by-products partly of the analytical procedures necessarily involved in 
the study (the author’s knowledge of accounting was most useful in this 
respect) and partly of the actual data obtained. Some of these contributions 
are: clarifying the functions of money, describing the circular flow in terms of 
an electrical analogy, and analyzing the varying degrees of discretion on the 
part of different transactors in the use of cash. In the latter connection, an 
intriguing distinction is made between bulls, bears, and sheep. 

Because I regard Professor Copeland’s study as one of the major con- 
tributions to economics in recent decades, I hesitate to conclude on a cap- 
tious note. Yet I cannot refrain from commenting adversely on the manner 
in which this contribution is presented. The special terminology creates—for me 
at least—no end of semantic difficulty; and the style and organization of the 
book seem to me to require an amount of effort out of all proportion to the 
range and essential difficulty of the ideas presented. 

I hope that Professor Copeland, or someone else, will be able to restate the 
essential ideas in a more brief and simplified form. Such a restatement would 
be of great value in obtaining the larger audience which the study so eminently 
deserves. But as it stands, Professor Copeland’s book is deserving of the 
utmost respect. It will prove to be a significant landmark in the quest of 
richer and more exact economic knowledge. 


Book Reviews 


Howarp R. BowEN 
Williams College 


The British Banking Mechanism. By W. MANNING Dacey. New York: Long- 
mans, Green & Co., 1952. Pp. 203. $2.25 (trade); $1.80 (text). 


The author is Economic Adviser to Lloyd’s bank, but he says definitely he is 
writing as an economist and not as a practical banker. He seeks to explain 
the working of the British financial and banking system since his country 


| 
estor oh 
con- 
lered 
pital 
ig 
aling 
iness | 
Their 
iting 
S an a 
the 
com- | 
tion 
cent # 
the 
nnot 
is | 
| 
| 
ERRY afl 
sin 
ring 
nave f 
any / 4] 
y of 
the 4 
| 
this va 
t of | 
has 
his | 
S. 
data a 
“all 


454 The Journal of Finance 


dropped the gold standard in 1931. To get the most out of this little volume 
one should know something of the history of the Bank of England, its influence 
on the London Money Market and the exchanges, and the history of the 
Gold Standard. The first six chapters on deposit banking, credit, the pyramid 
of credit, the basis of credit, central banking, and the discount market evolu- 
tion are excellent for beginning students. For advanced or graduate students 
the remaining chapters are very good. 

One of the book’s chief contributions is to show how the historic concept 
of the Bank of England as the supreme monetary authority, using the bank 
rate to control the volume of bank credit by affecting bank deposits, had to be 
modified when Britain like the United States around 1932 adopted a cheap 
money policy. Thereupon, as here, the government became the chief borrower 
from the banking system. The amount of deposits is therefore no longer affected 
to any extent by changes in the bank rate. Deposits now vary largely with 
the financial policies of the government. Dacey points out, however, that 
during this period there has been no attempt to cause a serious contraction 
in credit. Had there been, interest rates would have risen for “cheap money 
does not change fundamentals” (p. 45). 

In view of the dispute between the Treasury and the Federal Reserve Board 
in this country it is interesting to have the author point out that the British 
Treasury could not be expected passively to stand by if the Bank of England 
tried to force interest rates up higher than the Treasury thought necessary 
(p. 46). American economists will find chapter iv on “Some Fundamentals 
of Central Banking” well worth reading. The reviewer has always contended 
that the problem of the relationship between a Treasury and a central bank 
is not so simple as some believe it to be. To say dogmatically that the bank 
should always be supreme ignores certain important facts. 

Dacey traces the steps by which government paper came to be more im- 
portant than commercial paper, how in 1940 the Treasury bill came to be 
superseded by the Treasury deposit receipt as the chief instrument of deficit 
finance. He shows that the discount market remains an important element 
in the financial mechanism, but is now associated with bond operations rather 
than bill dealings. In this respect “the wheel has swung full circle” (p. 66). 

The true revolution in British finances came with the dropping of gold 
and the passing of laws making Parliament the arbiter of the appropriate size 
of the money stock (p. 118). The author traces the steps by which the Bank 
of England note issue became entirely fiduciary, from the Act of 1928, through 
that of 1939, to the Act of 1946. Chapter x on the “Exchange Equalization 
Account” and chapter xi on “Note Issue under the 1939 Act” are good. Chapters 
xii and xiii on “Bank Rate and Its Workings” and “Beginnings of Cheap 
Money” are excellent. A valuable portion of chapter xii is given over to the 
effect of the bank rate on the long- and short-time interest rates and the 
relationship between them. In short, anyone who wishes to know what has 
taken place in British finance in the twenty years following the departure of 
gold will find it here, not as well organized as we might wish, but it is there 
if you dig for it. 


S. Trppetts 


The Mercersburg Academy 
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De Algemene Banken in Nederland (Inleiding tot de Economische Problematiek. 
Dell III: Bankwezen). By F. De Roos. Utrecht: N.V. A. Oosthoek’s Uit- 
gevers Mij., 1949. Pp. xii++-147. 


Professor F. de Roos’s slim volume represents apparently the first attempt 
at a theoretical analysis of the functions of the “general” (commercial) banks 
in the Netherlands economy. As such, it makes an invaluable contribution to the 
Netherlands literature on banking, which has not always paid the requisite 
attention to the theoretical aspects of the subject. 

The groundwork for the analysis is laid in the first chapter of the book, 
giving a concise description of the structure of the Netherlands banking system. 
In the next five chapters the author analyzes successively: the creating of money 
and the granting of credit by the general banks; the relation between banks and 
the Netherlands money and capital markets; the functions of the banks as 
intermediaries in the payments transactions at home and with foreign countries; 
and the money market and the liquidity of the banks. He concludes the study 
with a discussion on the relations between the public authorities and the 
banks. 

It is not possible in a short review to summarize or criticize adequately 
the many aspects of the book. The following will therefore be limited to de 
Roos’s analysis of the problems of bank credit and liquidity. As the granting 
of credit is the primary function of the general banks, the author considers 
at some length the influences which the credit exerts in the “income sphere” 
and in the “property sphere” of the economy. He shows that while it has 
stimulating effects in both areas, it acts especially so in the income sphere 
in relation to “full employment.” In the property sphere, on the other hand, 
bank credit becomes speculative and contributes to the liquidity of the 
institutions. 

De Roos not only stresses the importance of liquidity of the banks, but 
also concerns himself with the liquidity of the society. The society is 
considered liquid “when the monetary equilibrium is maintained.” He asserts 
that it cannot be demanded of the banks that they maintain this liquidity, 
because economic policy could necessitate a deviation from the social monetary 
equilibrium. Hence, the banks can only be required to keep their own liquidity; 
the decision as to whether and to what extent the maintenance of the monetary 
equilibrium is necessary rests solely with the public authorities. This leads the 
author to inquire into the regulations bearing on bank liquidity. He considers 
the “gentlemen’s agreement” concluded between the Nederlandsche Bank (the 
central bank) and the general banks in 1946 sufficient for the purpose. Under 
this agreement, he alleges, the banks submitted to the “qualitative” credit 
control of the central institution. A quantitative control of credit he thinks 
problematical, because bank credits constitute but a small part of the total 
money supply. 

While, in general, de Roos’s analysis is sound, it appears to this reviewer 
that he errs in interpreting the 1946 “gentlemen’s agreement” as a qualitative 
control measure. To the contrary, the central bank was interested in con- 
trolling the volume of bank credit, and the agreement provided it with the 
required quantitative control mechanism of which it made full use. Thus, soon 
after the conclusion of the agreement, the Nederlandsche Bank, in order “to 
obtain at short-term the required insight into the course of banking develop- 
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ments generally,” requested that the five leading banks supply it, shortly after 
the end of each month, with certain figures which it considered important for 
th control of credit. This was in addition to the information which all the 
banks had to put at its disposal under the agreement. On the basis of this 
(there were no reserve requirements), the central bank could study the out- 
standing volume of credit and could thus address warnings to the banks if it 
believed that credit had been overexpanded. The extensive powers which the 
Nederlandsche Bank obtained and exercised through the gentlemen’s agree- 
ment were later confirmed in general terms in the Bank Act of 1948 and for- 
malized definitively in the “Act on the Supervision of the Credit System,” 
of January 18, 1952. 

Despite the foregoing remarks, de Roos’s volume deserves the serious attention 
of the student of banking. 


ArTHUR LEON HOoRNIKER 
Washington, D.C. 


A Study of Savings and Savings Facilities in New York State, 1941 and 1950. 
By Wiii1am E. DunxkMAN. New York: New York State Bankers Associa- 
tion, 1952, Pp. x-+-147. $5.00 (paper). 


The purpose of this study is to show why commercial banks are, and should 
be, concerned with “proposed legislation which would authorize savings banks 
to establish branches beyond country lines of the parent bank.” The author 
presents his analysis in three parts: (1) growth and adequacy of banking 
facilities, (2) factors causing the rise in time and savings deposits, and (3) 
effects of expansion of branch savings banking within New York state. A 
fourth part, added by Dr. Roger E. Murray, deals with the comparison of tax 
liabilities and earnings between banks and commercial banks. 

The growth of time and savings deposits and the adequacy of banking 
facilities are thoroughly documented by numerous tables and charts. In 1950, of 
the total savings deposits in New York state, 69.7 per cent was held by savings 
banks, 7.4 per cent by savings and loan associations, and 22.8 per cent by 
commercial banks. The rise in savings and loan association deposits was 
primarily at the expense of commercial banks. In this section some valuable 
points are made: time and savings deposits exceed demand deposits outside of 
New York City; 23 per cent of total savings deposits of the state are outside 
of the city; commercial banks have about 40 per cent of their total time 
and saving deposits outside New York City, whereas the savings banks have 
only 16 per cent of their deposits outside of the city. 

In developing the factors that cause a rise in time and savings deposits, the 
author draws five significant conclusions. First, population growth leads to 
lower per capita savings because people living in expanding areas are buying 
homes, etc. Second, high per capita income is associated with high per capita 
savings. Third, residents of counties deriving more than 20 per cent of their 
income from manufactures have higher per capita savings than residents in 
counties deriving less than 20 per cent of their income from manufactures. 
Fourth, residents of counties deriving more than 10 per cent of their income 
from agriculture have relatively low per capita savings. Fifth, there is a general 
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proportionate relationship between savings deposits, demand deposits, and 
retail sales. 

The preceding parts lead to the conclusion that commercial banks would 
need to contract if savings banks branch banking were to be permitted. In sup- 
porting this contention, the author states that commercial banks have a broader 
lending power than savings banks outside of the real estate loan market. Com- 
mercial banks can row fulfil their functions only because, outside of New York 
City, they have such a large proportion of total deposits in time and savings 
accounts. If the savings banks were allowed to invade more actively the field 
now occupied by commercial banks, commercial banks would have to sell 
government bonds, and “capital ratios would in many instances rise to un- 


‘profitable heights.” 


Professor Dunkham has made a most valuable contribution to the field of 
banking as it pertains to New York state. The author is dealing with a con- 
troversial issue, and his conclusions could be debated, not so much upon his 
documentation, as upon questic ~ ‘iit could be asked. For example, Why do 
savers place funds in savings ba:*s rather than in commercial banks? Are 
commercial banks unduly penalized in areas where they are presently competing 
with savings banks? Should the functions of commercial banks include those 
of savings banks plus other functions? Should savings banks be denied the 
right to compete with commercial banks for savings deposits? 

Doubtlessly this book has fulfilled the primary objective of giving a mag- 
nificent factual presentation; it lays the groundwork for resolving the branch 
banking debate now being waged in New York state. 


GILBERT R. STONESIFER 
Mount Union College 


Readings in Business Cycles and National Income. By Atvin H. HANSEN and 
RicHarp V. CLEMENCE. New York: W. W. Norton & Co., 1953. Pp. xi+-588. 
$5.25. 


This collection of readings is intended primarily for the use of under- 
graduates. Each of the thirty-seven selections is reprinted without alterations 
in the text. Twenty-seven articles are drawn from the professional economic 
journals. The remainder, with two exceptions, are taken from books. The 
basis of selection was to provide a “well balanced list representing many points 
of view.” Comments by the editors precede each selection and are intended 
to “introduce the reader to the author and his work, and supply some basis 
for the development of independent judgments.” 

The selections are divided into seven groups: historical episodes, business 
cycle theories, economic dynamics, econometrics, international and _inter- 
regional aspects, long cycles, and cycle policy. The longest group (eleven 
articles, 136 pages) deals with business cycle theories (for example, Pigou, 
Spiethoff, Hawtrey, Mitchell). Four historical episodes (1847, 1873-96, 1920's, 
1930’s) are covered in articles published after! World War II and written within 
a modern analytical framework. 

Perhaps the principal theme of the economic dynamics section is “that cy- 
clical movements . . . are inherent in the nature of the system, and do not 
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depend upon special circumstances” (Metzler, p. 2383). Harrod’s and Hicks’ 
models dominate this section. These selections may prove rough territory for 
many undergraduates. The econometrics group contains the valuable 1939-40 
exchange on method between Keynes and Tinbergen as well as examples of 
econometric work by Einarson and Kaldor. Metzler’s discriminating review 
of Burns and Mitchell’s Measuring Business Cycles also is included. 

The fifth and sixth sections include one selection on the international spread 
of cycles by the League of Nations, two articles on the regional aspects, Garvy’s 
article on Kondratieff’s long cycles, and Isard’s article on the transport-building 
cycle. The policy section contains Kaldor’s article on problems in maintaining 
full employment, Henry Simon’s scathing review of Hansen’s Fiscal Policy and 
Business Cycles, and the AEA Report on Economic Instability (1950) with 
Smithies’ comments. 

This volume provides a useful supplement to undergraduate business cycle 
texts. Like the Blakiston volume published nearly a decade ago, its principal 
emphasis is theory. The present volume, however, has a wider coverage, in- 
cluding articles on policy and others combining theory and empirical investiga- 
tion. One article alone appears in both volumes. 

Some instructors will feel that certain selections are more appropriate for 
graduate students. Others may prefer more coverage of the National Bureau 
approach. Monetary policy gets short treatment although the first volume of 
Norton Readings should fill this gap. Most instructors, however, will find 
this collection useful in exploring further those sections of their textbook now 
considered inadequate. 


Burton C. HALLOWELL 
Wesleyan University 


Money and Banking. By Jay L. O'Hara. New York: Pitman Publishing Cor- 
poration, 1948. Pp. xx-+-671. $5.00. 


Professor O’Hara’s book conforms in general to the more or less traditional 
pattern of texts on money and banking. Its seven parts deal respectively with 
money, commercial banking, the Federal Reserve System, foreign finance and 
foreign exchange, the value of money, miscellaneous financial institutions, and 
trends and problems in money and banking. It seeks to present some blending 
of historical experience, contemporary factual information, and abstract theory. 
The author lays no claim to originality and acknowledges the more modest 
aim of treating those topics essential to a comprehension of modern money and 
banking as simply and understandably as their inherent complexity permits. 

The earlier chapters dealing with the description of different types of money 
and monetary standards and with the elementary analysis of commercial bank- 
ing operations sail along smoothly enough. It is, however, when we come to 
the exposition of monetary theory and the analysis of current problems and 
policies that doubts arise. Here, although the general impression conveyed may 
be correct enough, there is not always that precision of statement and clarity 
of expression that should be inculcated in the neophyte if he is to develop 
proper habits of thinking. A few examples will have to suffice. 

The chapter dealing with the value of money is likely to prove confusing 
to the student beginning the study of money. Value is considered as determined 
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by the supply of, and the demand for, money with only incidental reference to 
the familiar equations of exchange. Demand is considered as comprised of two 
subdemands, namely, the transactions demand and the cash-balances demand. 
By the “supply of effective money” is sometimes meant simply the total quantity 
of various kinds of money in circulation, and at other times the quantity 
multiplied by the velocity of circulation. The latter definition of supply might 
be used if demand is assumed to consist only of the transactions demand, where- 
as the former definition is suitable if the demand for money is considered as 
including also the cash-balances demand. But there is not a consistent and well- 
defined usage of these terms with consequent detriment to the clarity of the 
exposition. 

The discussion of the Keynesian theory is necessarily elementary in nature 
but is in general sufficiently clear. It is surprising, however, to find in the con- 
cluding summarization of that theory on pages 465 and 466 no mention of the 
“propensity to consume,” the analysis of which is usually considered one of 
the outstanding contributions of the Keynesian theory. It is to be noted, however, 
that this subject had been previously considered by the author. Again, the dis- 
cussion of the “multiplier” is marred by an enumeration (p. 459) of certain 
factors that are said to affect the value of the multiplier which are really factors 
affecting the amount of investment. 

There is, moreover, at various places in the text a certain looseness of ex- 
pression which may cause the statement made either to be lacking in meaning | 
or subject to misinterpretation. For example, it is stated (p. 634) that “infla- 
tion results from a serious excess of money income over real income.” Similar 
statements are also found in earlier parts of the book (pp. 440 and 446). Doubt- 
less what is meant is that inflation results from an increase in money income 
not accompanied by a corresponding rate of increase in real income. But as it 
stands, the statement has no meaning. 

Moreover, misunderstanding might arise from the author’s analysis of the 
effect of an increase in a bank’s reserves upon the possible expansion of the 
bank’s loans (pp. 300 and 301). He assumes the possibility of a multipi« ex- 
pansion in loans. Here he has failed to distinguish with adequate clarity the 
difference in the possibilities with respect to an individual bank and the banking 
system as a whole. Other similar examples could be cited if space permitted. 


Writram O. WEyrorTH 
The Johns Hopkins University 


Money and Economic Activity. Edited by LAwreNnce S. RitTER. Boston, Mass.: 
Houghton Mifflin Company, 1952. Pp. viii+-404. $2.95 (paper). 


As any teacher of money and banking knows, a great variety of valuable sup- 
plementary material exists in this field. If Professor Ritter did no more than 
comb this literature carefully and place some of the items of well-known use- 
fulness together in a single publication, he would have performed a fine service. 
Actually, he has done much more. In his Preface, Professor Ritter notes that 
he hopes to develop perspective, present contrasting viewpoints on vital issues 
of public policy, and make the subject live for his readers. Continuity is 
sought in an introductory chapter written by the editor and by a series of short 
passages which serve to introduce each of the selections in the text. The editor 
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also contributes much to integration of the sevnty-two articles by the liberal 
use of footnote cross-references. 

Although the volume follows roughly the general development found in most 
current textbooks, the emphasis is, as the title implies, on over-all money and 
banking policy. The book is in five parts. All but the first, which is descriptive 
of money and commercial banking, are concerned chiefly with general policy. 
Part II examines the effect of central banking policies of the Federal Reserve 
System on the economy, with only incidental treatment of functional operations. 
This is followed by sections on the Treasury’s part in monetary policy, inter- 
national monetary policy, and money as an instrument of stabilization policy. 

Some important areas are omitted entirely, except as incidental to other 
discussions. No historical material is included. There is no separate section on 
non-commercial banking, other than investors in federal funds. Savings and in- 
surance banking are not treated. Banking from the viewpoint of the private 
banker, the investor, and the depositor is only incidentally covered. 

These are observations rather than criticisms, since no selection of readings 
can hope to embrace all that can be found useful in such a course. Publishers’ 
limitations will always make selection necessary. Nevertheless, whether a book 
with the omissions noted above could be used as a sole text in the typical under- 
graduate course in money and banking is very doubtful. 

The treatment, especially on controversial areas, is sometimes uneven. One 
might reasonably doubt the usefulness of a list of one-sentence opinions of 
twenty-three economists on the desirability of permanent power to impose 
selective credit controls. The variety of the opinions as briefly quoted in this 
selection from answers to a Douglas Committee questionnaire does little more 
than indicate that there is disagreement on what a struggling student might be 
inclined to consider a rather minor point. Better treatment is afforded in the 
section on restoration of a full gold standard where two well-written articles (an 
address by President Allan Sproul of the New York Federal Reserve Bank and a 
reply by Professor Walter E. Spahr) present clear statements of opposing views. 

Practically every famous name in the monetary field in recent years is repre- 
sented in this book. The editor has displayed excellent judgment in selecting 
statements representative of particular specialties and viewpoints. He has done 
so without sacrificing his planned “orienting of the entire presentation to the 
major core of money and economic activity.” 

Austin S. MurpHy 
Seton Hall University 


International Finance 


United States Economic Policy and International Relations. By Raymonp F. 
MIKESELL. New York: McGraw-Hill Book Co., 1952. Pp. xii+341. $5.00. 


When a reviewer finishes reading a book (we do read them, don’t we?), he 
usually feels that he would have done it differently. He then rereads the Preface 
to see whether the author succeeded in doing what he said he would or thinks he 
did. In this case, in the reading of the book the reviewer was impressed by: 
(1) the good organization, integration, and clear writing; (2) the completeness 
with which relevant incidents and institutions are included, and (3) the way in 
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which the selection of topics for emphasis might have been different if the book 
(like this review) had been written a year later. 

Reference to the Preface shows that Professor Mikesell recognized that he 
could not deal fully with every subject, that he emphasized those subjects in 
which he felt he had special interest or competence, and that events were moving 
so rapidly that he could not hope to forecast them. As a consequence, he sur- 
veyed our international economic policies since 1919, with occasional reference 
to already established policy trends, but gave particular emphasis to questions 
of monetary policy—foreign exchange and investment. If the treatment of the 
subject must be thus uneven, it is as reasonable that it should be so on monetary 
policy as on commercial policy. 

In order that he not be accused of being the author’s brother-in-law, a reviewer 
should find some fault with a book even though it is as good as this one is: 

1. The question of whether the Lend-Lease program ended too soon is not 
dealt with. Our British allies sold much of their high-grade dollar investments 
before we started Lend Lease. Little opportunity was given them to recuperate 
their position. 

2. A book on policy needs to pay attention to the value judgments on which 
policy is founded (or criticized) and the process by which policy achieves its ob- 
jectives. The former is inadequately and the latter unevenly dealt with. 

3. It is stated that the lack of equilibrium in the United States balance of pay- 
ments is largely a matter of foreign rather than domestic monetary policy; that — 
the rest of the world wants to buy more dollar goods than it can afford. Could it 
be that the United States is guilty of hoarding? That the United States buys less 
than it is able to? 

4. The author at times seems to be carried away by the policy significance of 
a Colmer Committee or a Gray report. Too frequently Congress, or a new ad- 
ministration, fail to recognize such policy significance. 

Who will read this excellent book? Presumably, the volumes in the Economic 
Handbook Series are not intended as textbooks (though McGraw-Hill has not 
indicated unwillingness to supply books for this purpose), and the reviewer him- 
self has not had experience with a course organized just this way. The general 
reader, moreover, will need a fair amount of sophistication in the subject to 
appreciate the argument in the areas of the author’s emphasis. Nevertheless, the 
book should be widely read by our own profession, by journalists, by organiza- 
tions formed into study groups in this field, and by students in courses in inter- 
national economics, trade relations, and politics who wish to broaden their infor- 
mation and perspective in international economic policy. 

SAMUEL E. BraDEN 
Indiana University 


Public Finance 
The Federal Debt. By CHarLes Cortez Aspott. New York: Twentieth Century 
Fund, 1953. Pp. xvii-+278. $4.00. 


Professor Abbott and his staff have prepared a comprehensive, detailed, pains- 
taking study of the federal debt; and the Committee on the Federal Debt of the 
Twentieth Century Fund has made specific and cogent policy recommendations 
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on the basis of the findings of the study. The work is not designed to be encyclo- 
pedic in its scope, but it is sufficiently nearly definitive to serve the purpose of 
any layman and of the vast majority of professional students interested in the 
federal debt. 

The book is divided into three parts: “Development of the Problem”; “Analy- 
sis of the Problem”; “Committee Report.” Part I is made up largely of factual 
matter concerning the debt as it existed at the close of World War II and of an 
estimate of the change in the situation brought about by the Korean War. 
Part II comes to grips with the problems of debt holdings by the main groups: 
commercial banks, Federal Reserve Banks, United States government agencies 
and trust funds, life insurance companies, savings banks, fire, casualty, and 
marine insurance companies, and “all other investors.” Part III contains the 
policy recommendations of the Committee. 

The basic controversy between the Treasury Department, with its desire for 
low interest rates and stabilized yields, and the Federa! Reserve Board, with its 
desire for counter-inflationary measures and stricter controls on money and 
credit in general, is analyzed objectively and fairly. The point is made quite co- 
gently that in the future the size and the distribution of the federal debt must be 
reckoned with as a major factor in our monetary and banking system as a whole. 

The recommendations of the Committee are essentially conservative in nature. 
In effect, the Committee wants the debt managed so as to reduce inflationary 
forces, but not to tke point of serious deflation. The portion held by commercial 
banks should be transferred to “true savers” as much as possible. Nevertheless, 
the Committee recognizes the potentialities of the debt as a tool for the main- 
tenance of a high level of employment in the general economy. 

The book is not intended to be a textbook, but it should be of great value as a 
reference book in advanced courses in Public Finance. There is a large appendix 
of statistical tables and a good index. 


: Troy J. CAULEY 
Indiana University 


The Federal Taxing Process. By Roy BLtoucn. New York: Prentice-Hall, 1952. 
Pp. x-+506. $5.00. ' 


As citizens and even as experts, we can never “know it all” about federal taxa- 
tion. Mr. Blough, however, has given his readers a treatise which presents a 
realistic insight into a particular segment of that complex subject. He analyzes 
the nature of the federal tax-policy-making process. In so doing, he has created a 
work which compares eminently well in character and stature with two other 
classics dealing with basic governmental processes: Benjamin Cardozo’s The 
Nature of the Judicial Process (1921) and James M. Landis’ The A’ ministrative 
Process (1938). 

The book analyzes the processes by which tax policy as applied to federal in- 
ternal revenue taxes is promulgated, debated, and ultimately decided. It raises 
the issues and examines the criteria on which tax programs rest. “It is concerned 
with the problem of how to think about taxation rather than with what tax policy 
should be” (p. 16). Clearly, the book is not another “postwar” tax plan. 

The underlying issue of this work seems to be: How does federal tax policy 
evolve out of the welter of conflicting interests and opinions? To assist in arriv- 
ing at the objectives of the book, the over-all analysis is laid out into five major 
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parts: I. “The Clash of Opinion.” What major forms do clashes of opinion take? 
What part do pressure groups play in tax policy formation? What are the main 
arguments used in influencing tax policy? II. “The Passage and Application of 
Tax Laws.” What are the governmental processes by which federal tax policy is 
formulated and carried into operation? III. “Considerations Relating to the 
Level of Taxation.” What are the factors governing the amount of revenue to be 
raised? IV. “Considerations Relating to the Distribution of Taxes.” What are the 
criteria affecting the distribution of tax burdens? V. “The Taxing Process and 
the Public Interest.” Does the resulting policy meet the needs of the public 
interest? What are some approaches for improving the taxing process in the 
public interest? 

One of the basic concepts the author seeks to drive home is that “tax policy 
must be politically formed and that all meihods for improving the tax system 
must be geared to that concept” (p. 479). Then he issues words of warning to 
the economists: “Implicit in this emphasis is the view that to be effective in 
policy formation the economist must direct his work toward making the political 
process work better, rather than withdraw from considering political and adminis- 
trative realities” (p. 479). 

The three chapters on the relation of the expert, the Buree of Internal 
Revenue, and the courts to tax policy are particularly interesting «i revealing, 
on facts, processes, attitudes, and methods. The author concludes these chapters 
by stating: “No method of tax policy making will achieve fully satisfactory - 
results, but in view of the highly technical character of taxation, a more con- 
sistent and equitable product is likely to emerge from a strengthening of the 
administrative side of taxation than in any other way” (p. 204). 

Parts III and IV, which deal with the levels and distribution of taxes, are a 
realistic and objective analysis of issues largely economic in character. Their real- 
ism lies in the fact that the author speaks not as from an ivory tower, but as 
one who has been near or on the firing line of policy-making and charged with 
responsibility. This is most cogently evidenced when he says: “The relation of 
budget policy to the business cycle must be determined by the conditions of the 
world in which we live, not by those of the world we wish existed” (p. 274). 
Furthermore, he is cautious not to claim too much for taxation as an over-all 
policy instrument, for he frankly admits that there are a number of factors 
which limit the effectiveness of the use of taxation to promote the objectives of 
national policy. 

The objectivity of Parts III and IV is apparent throughout by the emphasis 
upon many factors which must be analyzed, weighed, and balanced in relation to 
any main issue and in relation to each other in tax and budget policy determina- 
tion. The author holds no brief for any specific brand of policy, although he does 
observe in a pragmatic manner that he “. . . sees no other practical course open 
than to make the best use possible of compensatory budget policy . . .” (p. 284) 
in spite of the many problems and pitfalls which the author fully recognizes. 

Blough’s book will for some time to come serve as a source book of under- 
standing of the federal taxing process which will be helpful as a supplement in 
undergraduate courses in taxation, as a companion in graduate seminars on taxa- 
tion, and as a guide to tax policy makers and administrators—federal, state, and 
local. 


University of Southern California 
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The Financial Problem of the City of New York. By Ropert M. Hate, Cart §. 
SHovp, and Lyte C. Firck. New York: The Mayor’s Committee on Man- 
agement Survey, 1952. Pp. 551. 


This volume contains the summary report on the Finance Project of the New 
York City Mayor’s Committee on Management Survey. Mayor Impellitteri’s 
committee was established as a general study and research group for the city of 
New York, and its subcommittee on finance was responsible for the Finance 
Project here being reported upon. 

The work of this Project is, in some respects, unique in the field of American 
city finance, and it bids fair to become one of the landmarks in the literature of 
state and local government finance in this country. The uniqueness lies not so 
much in its purpose, or the problems it dealt with, or the conclusions reached, as 
in the scale of its conception and the dexterity of its execution. Most of those 
who have been associated with study commissions at the state or local level will 
scarcely be able to avoid a slightly greenish tinge to their eyes when they view 
the free ranging scope of this inquiry, the excellence of the staff recruited to 
carry it through, and the facilities for publication made available for the findings. 

But then, New York is by no means an ordinary city. As the report so nicely 
puts it in dealing with one problem, “New York City, by virtue of its size, has 
some claim to act more like a state than a municipality in this field” (p. 281). 
And this is being unduly modest since no state equals it in financial magnitude. 
Only the federal government, General Motors, and A. T. & T. are larger finan- 
cial units in this country, and a few national governments, abroad. With pro- 
portionately more at stake, it can afford to devote more resources to a search 
for the better ways of doing things. 

Whether the findings receive the attention they deserve as future policies of 
the city are shaped remains to be seen. At any rate, there seems little doubt that 
the work of the Project will receive extensive attention from scholars and ad- 
ministrators in the field of public finance. 

There is much that is unusual about the actual contents of this volume. Taken 
alone—and even more so if taken in conjunction with the eight technical mono- 
graphs prepared for the Project—it presents a vast compendium of informa- 
tion on city finances; so much so, indeed, that it might well serve as a text fora 
public finance course in this field. The chances are strongly favorable that any 
problem relating to city finances is also a problem relating to the finances of the 
city of New York, and that there is something on it in the report. There is much 
worth-while discussion on such topics as sales and income taxes from the view- 


point of city use; problems of a large wealthy city in the existing grant-in-aid ; 


system; the financial aspects of public service enterprises; and city budgetary 
practices. Quite ambitious are the efforts to draw comparisons between New 
York’s finances and those of several other cities, especially of the great foreign 
metropolitan areas of London and Paris. One may even discover tucked away at 
odd spots such rare, though homely, information as that Arkansas has the lowest 
per capita cigarette consumption of any state; or that during the past ten years, 
no tax official of the city of New York has ever registered at the annual meeting 
of the National Tax Association. 

There is also much of the old and all too familiar so far as public finance is 
concerned. One sees again the perennial race between revenues and expenditures, 
with the latter always running a little ahead. And when new revenue sources are 
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sought, it is found that the good ones are already overworked, and many of the 
only moderately bad ones are fully employed. There are, too, the familiar plaints 
of underassessment and other inadequacies in administration of the property tax; 
the pitiful condition of public servants’ salaries; and the many irritating restric- 
tions of state law which place our financial Titan in a veritable straitjacket. These 
are troubles that almost any United States city, large or small, will recognize. 
The length of this book is probably its major weakness, much information and 
argument being included that could have been left to the technical monographs. 
A chapter at the beginning or end summarizing the findings and recommenda- 
tions would have helped the hurried reader overcome this difficulty. There are 
also some statistical comparisons of rather questionable validity, such as those 
estimating the burden of certain types of taxes on families at various income 
levels; but this is the sort of thing which conscientious public finance scholars 
occasionally indulge in even though “he, may be very skeptical of the results. 


W. H. AnpDREws 
Indiana University 


Public Finance and Fiscal Policy. By RicHArp W. LinpHoLM. New York: Pit- 
man Publishing Corp., 1950. Pp. xxvii+-732. $5.50. 


The aim of the author was to afford a “meaningful course in public finance.” _ 
He attempted to meet the requests of his students who “wanted to know more 
about expenditures and why they are made, more about the economic effects of 
expenditures, taxes, and debt; and more about the relationship between fiscal and 
monetary policy. Most of all they wanted some guides to be used to determine 
the desirability of a financial act by a government” (p. vii). 

The features of the book which distinguish it from some other texts in public 
finance are: (1) the analysis of the relation of expenditures, taxes, and other 
fiscal activities to certain fiscal policy goals; (2) greater emphasis upon the 
analysis of the economic effects of public expenditure; and (3) the devotion of 
more space to government expenditures, including many activities which receive 
little if any attention in other text books. Chapter vi, “The Administration of 
Expenditures,” covers the important problems of the execution of an expenditure 
program and is a definite contribution to the literature. 

Of these three characteristics of the book, probably the most novel and most 
significant is the analysis of taxes and expenditure, explicitly in terms of the 
goals of fiscal policy. The four fiscal policy goals chosen by the author as “the 
core of fiscal policy of this book” (p. 26) are (1) prices, (2) consumption, (3) 
employment, and (4) income distribution. Whatever one’s individual view as to 
the appropriateness, importance, and hierarchical significance of these goals as 
criteria of policy, the use of such objectives is helpful in the guidance of eco- 
nomic analysis and judgment. The author is to be commended for attempting 
this approach, even though, because of the uncertainty of our knowledge as to 
the incidence and effects of taxes and expenditures, some of his conclusions may 
be debatable. He, however, did not apply the goals approach explicitly in his 
treatment of debt management, although it would seem as appropriate in this 
area as in that of taxation and expenditure. 

The reviewer would have preferred somewhat different distribution of em- 
phasis in the coverage of the book. More attention might have been given 
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to such matters as fiscal stabilization policy, debt management policy, the in- 
cidence of taxation, and fiscal aspects of urbanism and suburbanism. In view 
of the significance of counter-cyclical policy, the various references to this 
throughout the book might advantageously be consolidated. Too much detail 
has crept into the book with the result that limitations of space have resulted 
in too many one-or-two-sentence statements which, while clear to the initiated, 
may not be obvious to the student. 

Also, there appears to be a lack of integration between the theories of tax 
justice as criteria for allocating taxes as treated in chapter xv and the four 
fiscal policy goals to which tax policy is related in other chapters. The relation- 
ship between these two approaches needs more attention than the author has 
given it. A factual error appears on page 365. Connecticut first enacted an 
unincorporated-business tax in 1921, not in 1947 as stated. 

Notwithstanding these criticisms, the book is competently written and goes 
far in meeting the author’s purpose. It should prove a useful text for those 
who like its emphasis. 

KossutH M. WILLIAMSON 
Wesleyan University 


The Taxation of Corporate Income in Canada. By J. Ricuarps Petrie. To- 
ronto: University of Toronto Press, 1952. Pp. xvii-+-380. $7.00. 


Dr. Petrie’s analysis of corporate income taxation in Canada is of much 
broader significance than the title might imply; virtually all the material is 
relevant to current problems in the United States and, presumably, in other 
countries with highly developed systems of income taxation. 

The facts of Canadian corporate tax history are given in one long chapter 
which occupies about a fifth of the book. The rest is devoted to more general 
chapters on the rationale, incidence, and economic effects of corporate income 
taxes, and to problems arising from business losses, the valuation of assets 
(including inventory and fixed assets), and the integration of corporation and 
personal income taxes. The point of view reflected in the Canadian law is 
often refreshingly different from both the actuality and the familiar proposals 
for change in this country. 

Throughout most of his discussion, Dr. Petrie avoids doctrinaire presump- 
tions about probable behavior. His consideration of the economic effects of 
corporate income taxation ranks among the better ones on the subject. By 
following the usual line of distinction between incidence and economic effects, 
however, he aids in maintaining what has seemed to me a false dichotomy. 
Short-run and long-run effects, with recognition that in some instances the 
short run may last for years and in others the long run may occur promptly, 
would appear to provide a better basis for evaluation of corporate income taxa- 
tion. The traditional statement that the incidence of the tax is on the corpora- 
tion and its stockholders, a proposition which Petrie supports, must seem con- 
clusive even to sophisticated legislators and citizens. A subsequent appraisal of 
the very important economic effects is likely to seem so remote as to be ir- 
relevant to public policy. 

The Canadian treatment of retained earnings in closely controlled corpora- 
tions, with permission for capitalization on payment of a 15 per cent tax and 
subsequent security redemptions treated as returns of capital, while providing 
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openings for serious abuse of the sort which led to Section 115 (g) in this 
country, also suggests a possible line of solution to the situation arising here 
from the Bazely and Adams cases. The allowance of a credit against individual 
income tax for a fraction of dividends received, a procedure which Petrie con- 
siders questionable at best, is different from both the withholding approach in 
England and the earlier exemption from normal or low-bracket tax in the United 
States. A requirement for diminishing balance depreciation (deplored by Petrie) 
is also in sharp contrast to the emphasis on straight-line depreciation here. 

Though Petrie’s book inevitably covers much of the same grounds as Goode’s 
The Corporation Income Tax, the treatment is largely complementary rather 
than repetitious. Goode pushes abstract and philosophical analysis further; 
Petrie is more incisive in dealing with some of the problems of immediate legisla- 
tive and administrative importance. 

A few points stand out in reading the book as perhaps justifying adverse 
comment. In the summary of conclusions in the first chapter, qualifications 
have been so sacrificed for brevity that the statements made suggest a super- 
ficiality and dogmatism which the later chapters do not contain. The remark 
that “corporate income represents an economic surplus” (p. 23) is an extreme 
example. And even in the fuller development of his analysis, oversimplification 
occasionally occurs. The proposition that “under the marginal analysis the out- 
put of any firm, if it is operated under rational management, will be set at 
the point where marginal revenue equals marginal cost, because that is the 
point where net revenue will be greatest” (p. 128), is apparently accepted as 
the basis for the analysis of incidence; by ignoring time factors and other 
objectives it suggests an inadequate understanding of management motivation. 
The effects of double taxation of income received through corporate stock owner- 
ship (p. 25) seem to be stated in terms of changes in investor preference rather 
than with reference to its more fundamental significance in terms of stock 
prices and the suitability rather than the possibility of stock issues. But these 
are relatively minor points in a generally excellent contribution to the literature 
on corporate income taxation. 


Book Reviews 


Dan TuHrRoop SMITH 


Harvard Graduate School of Business Administration 


U.S. Taxation of Foreign Entities. By Nett F. Purtures. Toronto, Canada: 
The Carswell Company, Limited, 1952. Pp. xxxviii++-397. $8.50. 


It is common knowledge that the field of federal income taxation has become, 
in the past forty years, a truly amazing accumulation of conflicting laws, 
principles, rulings, interpretations, and regulations. This hodgepodge, the prod- 
uct of many different interpreters, such as the United States Supreme Court, 
the ten United States Circuit Courts of Appeals, the eighty-nine United States 
District Courts, the United States Court of Claims, the United States Board 
of Tax Appeals (now the Tax Court), committees of Congress, the United 
States Attorney General, and the Commissioner of Internal Revenue, is*so 
complex as almost to be beyond comprehension. 

Anyone who is willing to undertake to reduce this jumble to something 
reasonably understandable is to be highly welcomed and commended. It is a 
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task that requires greater proficiencies than those possessed by the proverbial 
“Philadelphia lawyer.” As Mr. Lachmann, of the United Nations Secretariat, 
notes in the Preface to the book, “[One] must bring [to this task] a thorough 
understanding of the principles of fiscal policy, the techniques of government 
administration and the operations of the social and economic forces which 
affect the growth of the tax system and impinge on its application, [in addi- 
tion to] the traditional legal tools of analysis and interpretation.” 

The author of the volume is a member of the bar of the Province of Quebec, 
Canada, and hence undoubtedly possesses the “traditional legal tools of 
analysis.” Furthermore, judging from some of his penetrating general comments 
on certain features of our income tax law, he has a thorough grasp of the 
other prerequisites for his task. Mr. Phillips does not aim at a complete under- 
standing of the income tax laws; his object is considerably less ambitious, 
being an analysis of the taxation of non-resident aliens and foreign corporations 
by the United States. This does not reduce the importance of his study because 
(1) “precise knowledge and thorough understanding of foreign tax laws are 
important tools in the development of foreign trade,” and (2) since the work 
will likely receive wide circulation in Canada, our most important foreign 
trader, it will undoubtedly contribute toward facilitating trade between the 
United States and Canada. 

The book is divided into two parts, although such division is not specifically 
indicated in the Table of Contents. The first part, which includes the first five 
chapters, deals with the taxation of non-resident aliens and foreign corporations 
under the United States Internal Revenue Code. The nature of the subjects 
analyzed is given by the chapter headings which are: “The Framework of the 
Law”; “Factors Determining the Nature of the Taxpayer”; “Factors Determin- 
ing the Income To Be Taxed”; “Factors Determining When the Income Tax Is 
Due”; and “Special Classes of Taxpayers.” 

The second part—chapter vi only—considers the treaties between the United 
States and various foreign countries entered into for the purpose of avoiding 
double taxation and preventing fiscal evasion. The broader subjects or problems 
are subdivided into lesser problems or aspects for detailed analysis. The method 
of presentation is to cite, for each problem, the applicable Internal Revenue 
Code section, or article of applicable income tax treaty, and the applicable 
Regulation section, making it essential for the reader to have available copies 
of the Code, the various income tax conventions, and Regulations. This is then 
followed by a copiously documented summary of the interpretations of the 
point or matter dealt with by the Code or Regulation, which have been made 
by the authorities mentioned above. 

In conclusion, non-resident aliens and foreign corporations, as well as stu- 
dents of our income tax system, are indebted to Mr. Phillips for a most credit- 
able contribution to a fuller understanding of one aspect of the complex subject 
of federal income taxation. 

Ernest F. PATTERSON 


University of Alabama 
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BACKMAN, JULES. Price Practices and Price Policies. New York: Ronald Press, 
1953. Pp. xiv-+-660. $8.00. 


eC, 

of | This volume, which combines the author’s own writings and selections from 
nts a variety of sources, is concerned with current practices and policies rather 
the than with abstract theory. The twenty chapters are grouped into five sections: 
ler prices and price behavior; general practices and policies; federal regulation; 
us, pricing in specific areas; and government price fixing. m 
ons BALTER, Harry GRAHAM. Fraud under Federal Tax Law. Second ed.; Chicago 
use and New York: Commerce Clearing House, 1953. Pp. 495. $7.50. 

are Three chapters have been added and substantial portions of the original text 
ork | have been rewritten in this new edition to deal with important changes in 
‘gu federal tax law and the many new court decisions in fraud and evasion cases 
the | during 1952 and early 1953. 

lly __Buntinc, J. Wuitney (ep.). Ethics for Modern Business Practice. New York: 
ive | Prentice-Hall, 1953. Pp. x-+-269. $3.85. 

yns The fifteen chapters of this volume, prepared by nine authors, are grouped 
cts | into three sections: theory of business ethics; ethics in business practice; and 
the remedial measures. Students of finance will be especially interested in the 
in- chapters treating ethics in commercial banking, investment banking, and in- 
Is | surance. 

BurREAU OF ECONOMIC AND Business RESEARCH, UNIVERSITY OF FLORIDA. 
ed Closing Costs and Settlement Payments in the Jacksonville, Florida Mortgage 
Ing Market, February 15—August 15, 1950. (Housing and Home Finance Agency 
ms | “Housing Research Paper,” No. 22.) Washington, D.C.: Government Print- 
od | ing Office, 1952. Pp. 36. $.20 (paper). 
~ : This study found that on the basis of a $6,000 loan, usual closing costs 
an amounted to $244 for a VA-guarantied loan, $335 for a FHA-insured loan, and 
non $309 for a conventional loan. 
he | Bureau oF EcoNoMIC AND BUSINESS RESEARCH, UNIVERSITY OF FLORIDA. 
de Residential Mortgage Financing Jacksonville, Florida First Six Months of 

1950. (Housing and Home Finance Agency “Housing Research Paper,” 

Hue No. 23.) Washington, D.C.: Government Printing Office, 1952. Pp. 97. $.45 
it- | (paper). 

act During the period studied, VA-guarantied and FHA-insured loans accounted 

for about seven-tenths of the dollar volume of new residential mortgages. Of 

ON the total dollar volume of residential mortgage loans, real estate firms and 

brokers originated about two-thirds, and less than 20 per cent of this total came 


from Florida investment sources. The chief sources of secondary market funds 
were FNMA and out-of-state insurance companies and savings banks. 


i CaTCHINGS, WAL.ILL, AND Roos, CHartes F. Money, Men and Machines. 
' Boston: Little, Brown and Company, 1953. Pp. ix-+-116. $2.50. 
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The authors present an explanation of the role played by money in economic, 
political, and social life, analyze critically federal government policies, and sug- 
gest a new objective of monetary control in which it will be a function of the 
state “to make available an adequate but not excessive supply of money.” 


Cuapin, ALBERT F. Credit and Collection Principles and Practice. Sixth ed.; 
New York: McGraw-Hill, 1953. Pp. xvii+-584. $6.00. 


The new edition keeps this well-known text abreast of changing laws and 
practices and incorporates a larger number of problems for student solution. 
There has been a slight rearrangement of chapters, and the volume is more 
compact—70 pages shorter—than the fifth edition. 


Crum, WILLIAM Leonarp. The Age Structure of the Corporate System. Berkeley, 
Calif.: University of California Press, 1953. Pp. xiit+181. $3.50. 


This study analyzes the relationship of the age of corporations to such factors 
as size, line of industry, profitability, and chances of survival. 


Dewinc, ArtHUR STONE. The Financial Policy of Corporations. Vols. I and II. 
Fifth ed.; New York: Ronald Press, 1953. Pp. xx, viii-+1,538. $15.00. 


The first edition of this outstanding work was published back in 1919. This 
new edition, the first in twelve years, has been completely revised to take 
account of the many changes in economic, social, and political conditions which 
have taken place since 1941. Particular attention is given, for example, to the 
effects of inflation on security issues and depreciation practices, to the increased 
importance of government regulation, to recent significant court decisions, and 
to the growth of the institutional type of investor. 


Dorts, LILLIAN (ED.). Business Finance Handbook. New York: Prentice-Hall, 
1953. Pp. vii+-919. $7.50. 


This well-organized volume contains twenty-five chapters written from a 
how-to-do-it approach by twenty-three contributors. The index is detailed and 
complete, and the text makes frequent use of cross references. 


Essays on Business Finance. Rev. ed.; Ann Arbor, Michigan: Masterco Press, 
1953. Pp. 346. $4.50. 
In this new edition, eighteen essays by eight authors treat subjects usually 
included in a course on corporation finance and stress the management ap- 
proach. 


GitLow, ABRAHAM L. Wage Determination under National Boards. New York: 
Prentice-Hall, 1953. Pp. viii+-248. $5.35. 


This study reveals that while comparative wages appear to act as a force 


for generalizing wage movements, the latter seem to obtain initial impetus 
from cost-of-living and ability-to-pay criteria. 


GreBier, Leo. The Role of Federal Credit Aids in Residential Construction. 
(“Occasional Paper,” No. 39.) New York: National Bureau of Economic Re- 
' search, 1953. Pp. 76. $1.00 (paper). 
The author concludes that the level and timing of residential construction 
during the next few decades will depend more on political decisions than on 
market-oriented decisions. 
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Hecx, Harotp J. Foreign Commerce. New York: McGraw-Hill, 1953. Pp. 
xii+512. $6.50. 

The first two parts of this text deal with types of international transactions, 
patterns of trade, organizational structure for foreign commerce, and financial 
and marketing practices. Parts III and IV are concerned with economic aspects 
and national policies. Part V is devoted to postwar developments in inter- 
governmental organizations and agreements. 


Jounson, E. A. J., anpD Krooss, Herman E. The Origins and Development of 
the American Economy. New York: Prentice-Hall, 1953. Pp. xii-+420. $3.75. 


The purpose of this volume is not to tell the detailed story of American 
economic growth, but rather to appraise the nature of our basic economic in- 
stitutions and to explain where they came from and how they have been 
adapted to new problems. 


Korner, Emit. The Law of Freedom as the Remedy for War and Poverty. 
Vols. I and II. London: Williams & Norgate, Ltd., 1951. Pp. xxiii--562; 
vi+663. 42s. 

This work sets forth a theory of the philosophical and economic foundations 
of the world state which, the author holds, must replace sovereign nations. 
Dr. Korner believes that the world state, if not brought about deliberately in 
a peaceful manner, will come of necessity through unification of the world by © 
war and slavery. 


McNarr, Matcotm P. Operating Results of Department and Specialty Stores in 
1952. (“Bureau of Business Research Bulletin,” No. 139.) Boston, Mass.: 
Harvard University Graduate School of Business Administration, 1953. Pp. 
vi+64. $5.00 (paper). 

Of chief interest in this 33d annual report is Section III, which sets forth 
procedures for expense classification and control recently coming into wider use 
in the field studied. 


MILurKan, Max F. (ed.). Income Stabilization for a Developing Democracy. 
New Haven, Conn.: Yale University Press, 1953. Pp. xxi+-730. $5.00. 


Fifteen authors contribute to this symposium, which is concerned with the 
politics and economics of attempting to achieve high employment without in- 
flation. The conflicts involved, the present controversies, and the problems 
confronted in such a program are made clear. 


Mitts, Freperick C. Productivity and Economic Progress. (“Occasional Paper,” 
No. 38.) New York: National Bureau of Economic Research, 1952. Pp. 36. 
$.75 (paper). 

The chief findings of this study are that during the first half of the present 
century the real national product of the United States increased fivefold, while 
population doubled and manhours of labor input increased by 80 per cent. 


OstHEIMER, Ricrarp H. Student Charges and Financing Higher Education. 
New York: Columbia University Press, 1953. Pp. xix-+-217. $3.50. 
For higher education in the aggregate, the author concludes that: higher 
student charges would increase total revenues and thus permit sorely needed 
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salary raises; the degree of inequality of higher educational opportunity has 
been considerably exaggerated; and adverse effects of higher tuitions on equality 
of educational opportunity could be offset by greater scholarship assistance. 


Roapcap, Roy R., anp Associates. World Airline Record. Chicago, IIl.: Roy 
R. Roadcap and Associates, 1952. Pp. 400. $12.50. . 
Historical, traffic, operational, and financial data for each of 240 airlines are 


presented in a uniform, systematic fashion in this standard reference book of 
the industry. 


SHay, Ropert PAut. Regulation W: Experiment in Credit Control. (“Univer- 
sity of Maine Studies, Second Series,” No. 67.) Orono, Maine: University 
Press, 1953. Pp. xi+180. $1.00. (paper). 

The author concludes that this experiment established the feasibility of the 


operating techniques employed and prevented excesses from developing in 
short-term consumer credit. 


Upcren, ARTHUR, AND EpmMunps, STARHL. Economics For You and Me. New 

York: Macmillan, 1953. Pp. viii-+-246. $4.00. 

This introduction to economics for the layman is presented in simple, clear 
language, using the gross national product approach. The authors write in an 
informal manner and with considerable wit. The book is an excellent populariza- 
tion of economics and meets a very real need. 

WILLIAM PHELPS 


University of Southern California 
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Guides to Modern Practice 


THE FINANCIAL POLICY OF CORPORATIONS 


Fully up-to-date Fifth Edition of this famous guide—widely used as a 
textbook in corporate finance. Describes actual corporate practices, tak- 
ing into account the social, economic, and political developments which 


governmental regulation, the advent of the institutional investor, rising 


PRICE PRACTICES AND PRICE POLICIES 


Mekes available the broad range of information needed by businessmen 


standing of the problems of price setting. Organizes for the first time— 


Students of Finance 


Arthur Stone Dewing 


are profoundly affecting American corporations. Emphasizes the effect of 


price levels, recent court decisions. 2 vols., 1538 pages. $15 


Jules Backman, ! sw York University 


in pricing products and services, offering the student a sound under- 
in a single volume—the various price techniques and policies used in 
industry, agriculture, insurance, and the professions. Examines in detail 
governmental regulations, price guaranties, price changes, etc. Incorpo- 
rates views of leading authorities. 660 pages. 


CONTROLLERSHIP 


J. Brooks Heckert, CPA, Ohio State 
University; and James D. Willson, CPA, 
Controller, Plaskon Division, 
Libbey-Owens-Ford Glass Co. 


A detailed, comprehensive account of 
the work and responsibilities of the 
chief accounting executive. Offers ad- 
vanced students a knowledge of each 
hase of the control function, shows 
ow the controller helps management 
determine, execute policies; how he di- 
fects, coordinates, and controls opera- 
tions. Illustrations selected from com- 
panies of every ss and size. 
173 forms, graphs, charts, 645 pages. $7.50 


BANK FRAUDS —Their Detection and Prevention 


Lester A. Pratt, CPA 


CORPORATE FINANCE 
AND REGULATION 
Chelcie C. Bosland, Brown University 


An introductory textbook providing a 
broad, balanced view of American business 
corporations as they exist in today's en- 
vironment of growing government regula- 
tion. Discusses the nature, organization, 
and financial policies of corporations as 
they affect the public, with special em- 
phasis given to corporate size and concen- 
tration, problems and methods of regula- 
tion, recent trends in government control, 
antitrust policies, etc. 529 pages. $4.50 


THE RONALD PRESS COMP 


The first study of its kind, this book analyzes, department by depart- 
ment, the various types of frauds committed in banks; shows how to 
detect them, how to stop them. The results of the author's first-hand 
investigation of thousands of embezzlements, it outlines the 210 prin- 
cipal methods. Contains comprehensive analysis of 1100 fraud cases, ar- 
ranged by departments of a bank. Illustrated. $4 


NY. 19 East 26th St. N.Y. 10. 
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for finance classes 


CASES IN 
CORPORATION FINANCE 


FUNDAMENTALS OF 
By Theodore A. Andersen. Twenty-seven cases, 


CORPORATION 

representing a wide variety of actual business 
FINANCE situations, are provided here, offering stu- 

dents practical experience in the handling of 
By Joseph F. Bradley, Penna. State College. financial statistics, the perception of prob 
A highly readable text that is mainly con- lems, and the review of alternative courses of 
cerned with the study of how corporations action, Coming in the spring. Probably 128 pp., 
raise cash and acquire credit to conduct oper- $1.50 


ations. Other problems considered include 


selecting the form of organization, measuring 


and administering profits, expanding opera- 


tions, and taking steps to prevent business RI N E H A RT & Co. 


failure. 583 pp. $6.00 232 madison ave., n.y. 16 


Published for the 


National Bureau of Economic Research 


The Volume of Corporate 
Bond Financing Since 1900 


By W. BRADDOCK HICKMAN. The author preserts basic sta- 
tistical series on corporate bonded indebtedness im a form that 
will be useful to investors, government agencies, and students 
generally; then he analyzes and interprets the behavior of those 
series for the light they throw on the functioning of the econ- 
omy. The focus throughout is on broad trends. This is the first 
in the Studies in Corporate Bond Financing series. Published 
for the National Bureau of Economic Research. 

436 pages, charts, $7.50 


Order from your bookstore, 


3 
| 
PRINCETON UNIVERSITY PRESS 


IN ONE ENCYCLOPEDIC VOLUME 
A detailed survey of the world's economy: 
its needs and resources—and its potential 
1340 pages of 
two-column 
text 
497 tables 
g stu- 
Nearly 200 
ing of 
maps and 
prob- illustrations 
156 graphs 
8 pp. 
Durably bound 
in buckram 
Size: 7” x 10%” x 276” 
SPECIAL 
fe) INTRODUCTORY 
OFFER 
- 16 Until January 1, 1954, the price 
of WORLD POPULATION AND 
— PRODUCTION will be $9.00. 
Thereafter the regular price of 
$12.00 will prevail. 
...and check this list: 
RECENT TWENTIETH CENTURY 
FUND STUDIES 
FARM POLICIES OF THE 
At a time when industrialization is fast be- By Murray R. Benedict $5.00 
coming universal, this gigantic work marshals EMPLOYMENT AND WAGES 
the facts of social and economic forces and = a ie STATES A 
trends on a world-wide scale! The result is a $7.50 
prime source book, a basic reference vitally RENEWING OUR CITIES 
important to our future. By Miles L. Colean 
It covers population—past, present, and DEFENSE AND THE DOLLAR: 
projected future—by countries and by conti- Federal Credit and Monetary 
nents; their consumption needs and patterns; Policies 
their resources in men, materials and tech- By Albert G. Hart $2.00 
nology; data by country on farming, energy ECONOMIC CONTROLS 
production, mineral reserves, manufacturing, hg we Fall 00 
with major economic trends projected. The 
material is completely documented and is Sestese and Impact 
illustrated with tables, graphs, charts and By Charles C. Abbott $4.00 
maps. 
THE TWENTIETH CENTURY FUND 


330 West 42nd Street 
New York 36 
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MANAGING YOUR MONEY 
By J. K. Lasser and Sylvia F. Porter 


A REALISTIC BLUEPRINT for the wise management of 
individual and family resources. Written by recognized ex- 
perts, it contains a wealth of detailed information on such 
items as taxes, budgeting, investments, insurance, and social 
security. $4.00 


MONEY AND BANKING 
By William H. Steiner and Eli Shapiro 


A COMPLETE REVISION of a standard text. Instead of 
presenting money and banking as a collection of descriptive 
details, the authors treat the subject as an integral part of 
our economic organization. Written in a readable and vivid 
style; 69 graphs and 78 tables clarify the text. ‘ 


Henry Holt and Company, New York 17 


The American Economic Review 


Volume XLIII CONTENTS December, 1953 
Mathematical, or “Linear,” Programming . . . . . . . Robert Dorfman 
“Full Employment” 1955-1960 . ........ =. #£#=2R.S. Weinberg 


Reviews of Books, Titles of New Books, Periodicals, Notes 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American 
Economic Association and is sent to all members. The annual dues are $6.00. Address editorial com- 
munications to Dr. Bernard F. Haley, Editor, American Economic Review, Stanford University, Room 
220, Stanford, California; fer information concerning other publications and activities of the Associa- 
tion, communicate with the Secretary-Treasurer, Dr. James Washington Bell, American Economic 
Association, Northwestern University, Evanston, Illinois. Send for information booklet. 
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Ready in December 


A Second Edition 
of Philip E. Taylor’s 


THE ECONOMICS OF 
PUBLIC FINANCE 


This text, designed for a one-semester coverage of the field 
of public expenditures, public revenues, and public debt, in 
revision includes more material on state and local finance, 
utilizes now generally accepted national income concepts and 
orients its discussion less to depression and more to inflation 
to provide a more balanced treatment. A completely new 
chapter covers a large variety of current issues in public 
finance. 


Although THE ECONOMICS OF PUBLIC FINANCE has 
been revised, the integration of fact and theory, so attractive 
to most users of the original edition, has been retained 
throughout. The author’s clear, definite approach to his sub- 
ject matter is both descriptive and analytical with extensive 
consideration of policy. He has placed the major emphasis 
upon U.S. Federal Finance, and the orientation is essentially 
economic with special attention given to current issues in 
public finance. 


This text avoids the use of unnecessary technical termi- 
nology, as little training in economic analysis is presupposed 
and basic principles are referred to constantly. The book suc- 
cessfully combines the traditional materials of public finance 
with the implications of recent income theory for fiscal policy. 


PHILIP E. TAYLOR is Professor of Economics, 
University of Connecticut 


The Macmillan €ompany 


60 FIFTH AVENUE, NEW YORK 11, N.Y. 
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BISHOP’S REPORTS 


BISHOP’S SERVICE, INC. 


founded 1898 


Outstanding for Special Reports on 
Corporations, Firms, and Individuals. 
Continuous Service to Banks and 
Their Customers for over 50 Years. 
Specialists on Background Investiga- 
tions; Special Situations; Confidential 
Assignments. 


Special contract rates to banks 


76 Beaver Street 
New York 5, N.Y. 
Digby 4-6670 
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A New Approach to Retirement Income... 


AMOUNTS OF ACCUMULATION AND ANNUITY 


ACCUMULATION $1,250 


1900-1930 
(THOUSANDS) 
1,000 4 
COMBINED 
\ ~~ COST OF 
FIXED 
DOLLAR 
ANNUITY 
250 
AT END OF YEAR 
1930 1935 1940 1945 1950 


The combined annuity shows what could have happened in the past had 
the participant invested half his annuity premiums in common stocks 
and half in a fixed dollar annuity. The new College Retirement Equi- 
ties Fund makes this possible for educators in the future. 

From CREF the retired professor will receive a variable unit- 
annuity, reflecting dividend yields and changes in capital values of 
common stocks. Coordinated with this will be his traditional fixed 
dollar annuity income from TIAA. 

In November, after fifteen months of operation CREF had 14,000 
participants, $4,500,000 in assets, and 401 cooperating colleges. 


The chart shown is reproduced from jhe article “A New Ap- 
proach to Retirement Income” by William C. Greenough in the 
May 1952 issue of The Journal of Finance. Further details on 


request. 


TEACHERS INSURANCE AND ANNUITY ASSOCIATION 
COLLEGE RETIREMENT EQUITIES FUND 
522 Fifth Avenue New York 36, N.Y. 
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McGraw-Hill Books on Business 


PRACTICAL FINANCIAL STATEMENT ANALYSIS. New third editios 


By ROY A. FOULKE, Vice-president, Dun and Bradstreet, Inc. McGraw-Hill 
Accounting Series. 675 pages, $10.00 (text edition available) 
Here is the practical story of the development and use of financial statements ig 
American business and banking practices. The author describes the items which 
comprise financial statements; gives a table for the classification of all balance sheet 
items; describes the simple technique of sales analysis applicable to small businesses 
and covers comparative and internal analysis of balance sheets and income state 


ments of commercial and industrial businesses, large and small, and of surplug 
accounts, 


i 
WHY DO PEOPLE BUY: A Close Look at Selling—The Greaf 
Unsolved Problem of American Business 
By the EDITORS OF FORTUNE MAGAZINE. 275 pages, $3.50 
Based on a significant and provocative series of articles which appeared in Fortuna 
this book offers a deeply probing study of what is wrong with selling in Amerigg 
today and of how the selling-merchandising operation can be improved. It pro 
vides top level management with a greater understanding of the most important 
factor in our economy—distribution and sale of goods—and a firmer knowledge 
of how to make that economy function to its best advantage. 
INTRODUCTION TO BUSINESS FINANCE F 
By BION B. HOWARD, Northwestern University; and DEAN MILLER UR 
TON, Washington University. 565 pages. $6.00 
Specially designed for a beginning course in business finance, this text reduces the 
heavy dose of descriptive material found in most introductory corporation finang 
texts, and provides more space for developing the principles and practices of fom Pe 
cial management in business enterprise. 


MORTGAGE BANKING 


Editor: ROBERT H. PEASE, Vice-President, Draper & Kramer, Inc., Chicagg 

and The University of Chicago; and HOMER V. CHERRINGTON, Northwest 

ern University. 458 pages. $7.50 . 
Intended as a text and reference work, this unique book presents a completely of 
jective approach to mortgage lending, including a history of the business, a carefahy 
study of financial and economic fields as background, and the best methods use 
today. Operations are analyzed in terms of purpose, method, and result. 4 : 
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Investment Management 
by HARRY C. SAUVAIN, Chairman of the Department of Finance, Indi- 
ana University 
This brand new text presents an unusual description of the investment char- 
acteristics of securities and the relationship of investment returns to these 
characteristics. 


It stresses a systematic analysis of investment requirements and the develop- 
ment of policies to serve specific investment needs. 


Investment policies and requirements are developed first with reference to the 
individual investor and then with specific application to the principal types of 
investing institutions. 
Case problems and questions follow each chapter. 

752 pages 


American Financial Institutions 
Edited by HERBERT V. PROCHNOW 


Draws upon the knowledge and experience of 25 contributors, each of whom is 
an authority on the particular institution he discusses. 


Although broad in scope, the text is an integrated whole; each author relates 
his topic to other financial institutions. When two authorities regard a specific 
topic from opposing points of view, they have been encouraged to express their 


differences in outlook. 
799 pages + 6”X9" + Published 1951 


Money and Banking 


4th Edition by MAJOR B. FOSTER, Chairman, Department of Banking and 
Finance; RAYMOND RODGERS, Professor of Banking; JULES I. 
BOGEN, Professor of Finance; and MARCUS NADLER, Professor of 
Finance—all at New York University School of Commerce, Accounts and 
Finance, and in its Graduate School of Business Administration. Edited by 
FOSTER and RODGERS. 


The new Fourth Edition of this leading money and banking text provides com- 
plete, up-to-the-minute coverage of today’s banking practices. Written for the 


student who interids to go into banking or business, emphasis is on the practical 
side of bank operations and the relation of banks to business. 


633 pages + 6”X9" + Published January 1953 


Investment Analysis 
2nd Edition 
by JOHN H. PRIME, School of Commerce, Accounts and Finance, New 
York University 


A practical statement of investment principles and practices covering (1) the 
nature and instruments of investment; (2) analysis of corporate financial state- 
ments as basis for determining company’s position, policies, etc. 


557 pages + 6”X9" + Published June 1952 


Send for Your Copies Today 


Tag — 
a 
d 
it 
a 
4 | 
ball 
a 
Pree. 
am 
AL 
3 
a 
45 
{4 
— 


Recent “Finance Texts 


PUBLIC FINANCE 


By ELLSWORTH H. PLANK, University of Denver 


This new book is designed as a basic text for comprehensive as well as one-term 
survey courses. All phases and issues of public finance are objectively and thor. 
oughly treated; however, emphasis is where it will conform to the greatest student 
interest—on taxation, with special attention to the basic forms of income, sales, § 
and property. The book offers a comprehensive analysis of public expenditures, 
taxation, borrowing and debt management, and fiscal administration. 


MONEY AND BANKING, Fifth Edition 


By CHARLES L. PRATHER, University of Texas 


Now in its Fifth Edition, this book continues to be one of the most popular text- 
books in its field. More than 100 colleges and universities throughout the country 
have already adopted the new edition since its publication last May. Completely 
revised and brought up-to-date, the book sets forth in an unusually clear and 
interesting manner the elementary principles of money and banking with empha- 
sis on current problems. 


CASE PROBLEMS IN FINANCE, Revised Edition 


By PEARSON HUNT and CHARLES M. WILLIAMS, Harvard University 4 

This new revision reflects many of the changes suggested by users of the popular ai 

first edition and is proving to be an even more useful book than its predecessor. 

Twenty-six of the cases in this edition are new. The emphasis in the cases has 

been placed on the proper use of working capital in financing current operations 7 

of small- and medium-sized concerns in different seasonal and operational situ- i 


ations. 
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